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Mr. Roesken, who makes it his job to 
watch state tax trends, has surveyed the 
Eastern states and notes several tendencies 
taxwise toward the “Massachusetts formula.” 
There is big business volume in these states 
that is subject to tax. Tax men must main- 
tain more than a passing acquaintance with 
the three factors used in the formula. “Tax 
Trends in the Eastern States” is valuable 
imiormation. * * * * © FF Fe 
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Consumer installment debt has been aver- 
aging about $2.5 billion a month since January, 
1946. This is by no means a ceiling. Dealers 
in personal property have special tax prob- 
lems which arise from installment sales. Joseph 
M. Mero analyzes some of these problems 
from intimate personal experience with them, 
in “The Installment Basis for Dealers in Per- 
sonal Property." * * * = © + © 4 2 


The tremendous volume of business con- 


lucted by farmers’ operatives 5 billi Editor 

duc ed by farmers’ co »peratives ($5 billion Henry L. Stewart 
for 1944) as well as the economic role played ; ; 

by these organizations, which have no counter- Washington Editor 
loin ; ae ¢ : : : Lyman L. Long 

part in urban life, are factors to consider in 


any “tax co-ops” law. Look for Paul Foley’s F menses 4 pr 
article on this much-publicized business. * oe = - 
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Our Cover 


The new chairman of the Senate Finance 
Committee is Senator Eugene Donald Millikin, 
Republican from Colorado. He was first 
appointed to the Senate in 1941 to fill an 
unexpired term and elected in 1942. Prior 
to taking his seat in the United States Sen- 
ate, he was a practicing attorney. 


Proponents of tax reduction look for strong 
leadership from the new chairman. He 
does not favor a legislative tax policy of 
the Ejightieth Congress that is based on 
political considerations, but one which is 
consistent with a sound fiscal program and 
tax reduction only and which takes into 
proper account the needs of government 
and the best interests of business and indi- 
viduals alike. 


Tax Reduction 


From where we sit there can be seen the 
making of an old fashioned tug of war to 
settle the question of whether or not mil- 
lions of individual taxpayers will get a reduc- 
tion in their income taxes next year. Mr. 
Knutson, true to his promise, filed HR 1— 
a bill to reduce income taxes. The Presi- 
dent, on several occasions lately, has given 
the rope a jerk indicating that this is still 
no time to reduce taxes. The onlookers are 
waiting to see to which protagonist the 
Senate Finance Committee is going to lend 
support before predicting the outcome. Sen- 
ator Millikin is rumored to be one of those 
who says, “Let’s look at the budget first.” 


Mr. Knutson’s HR 1 authorizes a straight 
twenty per cent cut from the tax rates for 
incomes under $300,000 and a ten and one- 
half per cent cut from the rate of tax appli- 
cable to incomes over that amount. This 
bill already has many critics. One has 
pointed out that there are only 600 people 
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in the United States with income over 
$300,000 annually; another, that those in 
the highest brackets will get the biggest 
tax reduction in terms of dollars. 


If your income brings you into the $8,000 
bracket, the tax is $1,960, and HR 1 would 
mean a saving for you of $392. The tax- 
payer earning $32,000 has a tax of $14,460, 
and the twenty per cent cut will save him 
$2,892—an income four times as great pro- 
duces a dollar saving seven times as large as 
that of the man with $8,000. In 1946 the 
total individual income tax collections 
amounted to $18,704,536,000. Twenty per 
cent equals $3,740,906,200. Ten per cent 
trimmed from the $37,500,000,000 budget will 
fulfill the Knutson promise. 


For the more statistical-minded readers 
the following table shows a few variations 
of the effect of a straight percentage reduc- 
tion of rates: 

Less % ot income 

Tax 20% Saved Retained 
$ 1,960 $ 392 4.9 

14,460 2,892 9. 
80,000 50,220 10,044 12.5 
100,000 67,320 13,464 13.4 


Many Congressmen believe that effective 
tax reduction will be accomplished by an 
increase of the personal exemptions. Give 
every taxpayer regardless of income bracket 
the same increase in personal exemptions 
The criticism of this method may well be 
that it will effect a greater reduction in 
revenue than the other method. For every 
one hundred-dollar increase in the personal 
exemptions, taxpayers in the lowest tax 
brackets begin to tumble off the tax roll by 
the millions. Figures to substantiate this 
are not easy to find, but an article by 
Richard Musgrave and Alice Swindlehurst 


Income 
$ 8,000 
32,000 


in the October, 1945 issue of The Bulletin | 
of the National Tax Association offers some | 


help. 
e TAXES—The Tax Magazine 
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Income subject to tax with income pay- 
ments at $150 billion will equal $62,685,000,000 
using the exemptions of the 1944 Revenue 
Act. In other words, income subject to 
tax from zero after exemptions equals 
$62,685,000,000. Income subject to tax from 
$1,000 equals $33,595,000,000. There is 
$29,090,000,000 of income subject to tax in 
the zero to $1,000 bracket, and in the bracket 
$1,000 to $2,000, this equals $12,550,000,000. 
For 1944 the surtax exemption was $500 for 
each taxpayer and $500 for each dependent. 
Under the 1941 Act, exemptions were $750 
for single taxpayers, $1,500 for married 
couples, and $400 for each dependent. Re- 
storing exemptions somewhere near those 
of the 1941 Act would reduce the base 
income subject to tax to $13,395,000,000. 

When Mr. Vinson appeared before the 
Senate Finance Committee in 1945, he 
brought with him some figures that showed 
the number of recipients of income in a 
number of brackets. Assume individual in- 
come payments of $130 billion; there will 
be 36,302,000 taxpayers ‘with surtax net in- 
come from zero. In the bracket zero to 
$500, there will be 13,105,000 income recipi- 
ents paving surtax. Carried further, the 
figures look like this: 

Number of 
income recipients 
paying surtax 
13,105,000 
11,732,000 

5,076,000 
2,349,000 
4,040,000 


Surtax net 
income class 
$ 0-$ 500 

500- 1,000 
1,000- 1.500 
1,500- 2,000 

Over 2,000 


Surtax 
(in millions) 

$3,001 

1,686 

866 

513 


5,115 





Federal 
revenue 
$43,000 
43,800 27. 
40,121 25. 
22,371 
13,047 
7,370 7.6 
5,340 6.8 
5,181 7.3 
5,658 8.8 
4,653 6.5 
3,520 5.4 


National income 

.. $164,000 
161,000 
160,700 
149,400 
122,200 
96,857 
77,574 
70,829 
64,200 
71,513 
64,924 


Year 
1946 
1945 
1944 
1943 
1942 
194] 

1940 
1939 
1938 
1937 
1936 


1933 42,322 


1929 83,326 


But each suggestion raises its own prob- 
lems. The problem here, then, is how to 
keep the national income at a high level. 


Washington Tax Talk 


1,619 3.8 


2.939 3.5 


An increase in the personal exemption of 
$500 means a federal income tax holiday for 
about thirteen million people and a loss 
to the Treasury of three billion dollars. 
Some of the bills introduced to the Eighti- 
eth Congress, however, have very philan- 
thropic provisions: 


— Personal exemptions———\ 
Married 


(head of 
of family) 
$2,000 

1,200 * 


Depend- 
ents 


$500 * 


Bill 
HR 62 
HR 91 


Single 
$1,000 
850? 
500 * 
1,250 
1,000 
1,600 
1,000 
2,500 
1,500 ” 
1,000 * 


eighteen or 


HR 158 
HR 480 
HR 501 
HR 533 
HR 575 
HR 595 


2,500 
2,000 
2,000 
2,000 
5,000 
2,000 * 


750 


500 
800 


1 Under 
support. 

2 Maintaining a separate household. 

’ Not maintaining a separate household. 

4 Total allowed married couple living together. 


not capable of self- 


On the other side, many say: the high 
budget precludes any tax reduction at this 
time; get the tax while the national income 
is high, reduce it when it is low. Thus you 
have tax collection geared to a prosperity- 
depression cycle. In good times any excess 
of collections over outgo can be applied to 
reduce the debt. 


In the past few years these figures have 
looked like this (all dollar figures are in 
millions of dollars): 


% of 
income 


% of 

Federal debt income 
$259,500 
258,682 
201,003 
136,696 
72,422 
48,961 
42,967 
40,439 
37,164 
36,424 
33,778 


156. 


14.5 
10.6 


52.5 
22,538 54. 


16,931 19.2 


Roswell Magill (Tax Outlook, published by 
the Tax Foundation, Inc.) suggests that 
the tax law can itself aid in this feat. “A 


99 

















INCOME TAX 
19,120 








:| MISCELLANEOUS 
C CORPORATION 


TAXES 
8,270 





EXCISES 
AND 
CUSTOMS 
6,635 


RECEIPTS 39,717-1,987= 37,730 


federal budget of the size we shall have 
during the foreseeable future requires active 
business, and a good level of production to 
support it. Hence, the tax laws, and other 
federal legislation, should be framed to 
permit business to function actively and 
profitably.” 


Mr. Truman’s budget has been presented 
to Congress. It resembles a metropolitan 
telephone directory and states a need and 
request for a blank check in the amount 
of $37,500,000,000 for the fiscal year 1948. 
Generally its items of outgo can be 
grouped into the category as indicated in the 
chart (above). Numbered expenditures in- 
clude: (1) social security, (2) agriculture, 
(3) natural resources, (4) transportation and 
communication, (5) gen- 
eral government expense, 
(6) tax refunds, (7) 
housing, research, etc. 

Since tax reduction is 
predicated upon the 
budget and the greater 
part of it relates to our 
foreign policy, ergo tax 
reduction for the United 
States taxpayer depends 
on this latter item. How 
much tax reduction can 
safely take place might 
very well be determined in 
the Foreign Affairs Com- 
mittee rather than the 
Ways and Means or the 
Senate Finance Commit- 
tees. If any trimming of 
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VETERANS’ 
BENEFITS 
7,343 


NATIONAL DEFENSE 
11,256 


’ 










INTEREST ON 






EXPENDITURES 37,528 
Acme Photo 


the budget is done, this item of $11,256,000,000 
for national defense will not be overlooked, 
Senator Wayne Morse, speaking in New 
York, said those who clamor for tax cuts at 
this time are isolationists in disguise. The 
cost of our foreign policy and national de- 
fense do not permit tax reductions at this 
time. The Senator pointed out that there 
is no such thing as a costless peace. 





The luxury taxes are the little me-too’s. 
There was a night club around 42nd and 
Broadway whose marquee advertised “Never 
more than five per cent tax at any time.” 
Several such places in Chicago intimated, 
“Just come on in, pal. Don’t let the tax 
keep you out; we’ll pay it.” These cabarets 
paid a tax just as every other cabaret, 
whether the customer was 
lured by their signs or 
not. 


There is strong dis- 
agreement on the ques- 
tion of reducing luxury 
taxes. The night club 
owners are now sure 
that the high tax is the 
direct cause of their lat- 
est slump in_ business. 
They predict great un- 
employment of perform- 
ers unless reduction is 
put into operation in this 
field, too. Apparently 
many of them 


tisements. [The End] 
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What’s New in 102? 


By ROBERT S. HOLZMAN 


Mr. Holzman is a tax accountant in New York City and a lecturer in finance at 
the New York University Graduate School of Business Administration 


PREVIOUS ARTICLE on this sub- 
L\ ject, printed in TAxEs—The Tax Magazine 
a year ago,’ was prefaced with a Mark Twain 
quotation. We might refer now to Section 
102 by a paraphrase of another Mark Twain 
saying: “Like the ‘weather, everybody is 
talking about it, but not much seems to be 
being done about it.” 


Section 102 of the Internal Revenue Code 
has not been changed for several years. In 
its unchanged form it continues to impose 
a penalty surtax upon corporate earnings 
that have been permitted to accumulate un- 
reasonably: 27% per cent of the amount of 
undistributed Section 102 net income not in 
excess of $100,000, plus 38% per cent of that 
portion in excess of $100,000. The purpose 
of the surtax as set forth in the Regulations ” 
similarly stands unaltered. 


What has happened, then, to make Sec- 
tion 102 a matter of such nervous import- 
ance not only to tax men but to the highest 
corporation executives? 


As early as April, 1946, certain of the 
Washington news letters announced that the 
Bureau of Internal Revenue was tightening 
its policy of imposing the penalty surtax 
where surplus had been allowed to accumu- 
late unreasonably. Although it is not easy 
to translate the result into dollars, it is 
manifest that the war’s end has brought a 
new concept of reasonable accumulation of 
earnings or profits, inasmuch as the strongest 


*Robert S. Holzman, ‘‘Impact of the War’s 
End on Section 102,"° TAXES—The Tax Maga- 
eine, January, 1946, p. 24. 


? Regulations 111, Section 29.102-2. 
What’s New in 102? 


arguments for accumulating earnings dur- 
ing the war have been dissipated by the 
war’s end itself or by recent tax legislation 
designed to facilitate reconversion. Many 
enlightened corporation executives have 
realized this; and increasingly liberal divi- 
dend rates have been the result not only of 
badgering by vociferous stockholders, nor 
of the roseate promise of better times ahead: 
the bearish activities in Wall Street in re- 
cent months indicate strongly that stock- 
holders in general do not feel too hopeful 
about the future prospects of corporations. 
Nor may higher dividends be attributed to 
greater 1946 earnings, because not only are 
the total dividends higher than they have 
been in years, but the ratio of dividends to 
earnings has gone up.” Why? The rise un- 
doubtedly is due in part to the fact that 
corporate executives have seen the writing 
on the wall. 


New Form 1120 


For some time, there have been rumors 
to the effect that the corporation income tax 
form would bear a question as to whether 
seventy per cent of the earnings were being 
paid out currently. In late November, 1946, 
the new Form 1120 was released, and ques- 
tion 8 on page 3 contains the following re- 
quirement: “If the total of line 1 of Schedule 
M, page 4, is less than seventy percent of 
the earnings and profits for the taxable year, 
state reasons for retention of such earnings 
and profits.” That is simple and terse, but 


3U. S. Department of Commerce, Survey of 
Current Business. 
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the official instructions are less so. Section 
J of the instructions that accompany Form 
1120 provide as follows: “Surtax on im- 
properly accumulated surplus.—In order to 
prevent accumulation of earnings or profits 
for the purpose of enabling shareholders to 
avoid the surtax on individuals, section 102 
provides an additional tax upon the net 
income of corporations formed or utilized 
for the purpose of such tax avoidance. This 
additional tax is equal to the sum of the 
following: 


“Twenty-seven and one-half percent of 
the amount of the undistributed section 102 
net income not in excess of $100,000. plus 
38% percent of the undistributed section, 102 
net income in excess of $100,000. (For defi- 
nition of ‘undistributed section 102 net in- 
come’, etc., see section 102.) 


“This tax is not to be applied to the ac- 
cumulations of earnings for the reasonable 
needs of the business if the purpose of such 
accumulation is not to prevent the imposi- 
tion of surtax upon the shareholders. The 
information required in response to question 
8, page 3, Form 1120, is designed to afford 
the taxpayer retaining a substantial portion 
of its earnings the opportunity to indicate 
the business needs, legal requirements, or 
other reasons for the retention of such 
earnings. 


“The amount of the earnings available for 
dividends is generally the taxable net in- 
come plus the nontaxable income reduced 
by the unallowable deductions. For the 
purpose of answering question 8, the amount 
of earnings and profits available for divi- 
dends may be determined by subtracting 
from the total of lines 18 and 19, Schedule 
M, page 4, the total of lines 2 to 12, inclu- 
sive, of that schedule.” 


Accountants in general will actually wel- 
come this question. No more will they have 
to wrestle with the problem as to why divi- 
dends were small or nonexistent at some 
date three years ago—a task which now 
must be faced when the revenue agent asks 
his question. The accountant will be pleased 
to be relieved of this a posteriori rational- 
ization, for the problem is now being thrown 
back squarely where it belongs—with man- 
agement. 


A Priori Reasoning 


The rationalization must now be a priori, 
and one less than a logician knows that 
before-the-fact reasoning is far more diffh- 
cult than second-guessing. A Board of Di- 





rectors may decide to pursue a conservative 
dividend policy because the future looks un- 
certain. There are all sorts of contingencies 
and economic question marks ahead; in the 
language of the late President, the business 
future is “iffy.” But the new question 8 is 
specific: “state reasons.” Opinions vary 
widely as to the kind of answer that may 
be deemed acceptable. One school of 
thought advocates a statement of reasons 
for retention of earnings that is as accurate 
and convincing as possible, so that the rey- 
enue agent will have something specific to 
hang his hat on, while the opposite school 
prefers to couch the answer in extremely 
vague language, so that whatever circum- 
stances prove to have materialized in three 
years (or whenever the return is audited) 
may be seized upon as the intended reason: 
“that’s precisely what our answer had tried 
to set forth.” The writer doubts whether 
this second method will be found acceptable 
by the revenue agent; an answer that fails 
to reply to a question is, per se, not an 
answer at all; and a taxpayer who has failed 
to supply an “answer” to the question as to 
why earnings have been retained, clearly 
has failed to refute the statutory presump- 
tion that surplus has been accumulated for 
the interdicted purpose. Yet if a taxpayer 
writes down a.reason for retention of earn- 
ings, which reason he is never able to 
effectuate because of circumstances beyond 
his control, it may be doubted whether, when 
the examiner appears, he may advance an 
utterly different reason for having retained 
earnings. An ideal reply (therefore impossi- 
ble to most taxpayers) involves the record- 
ing of why earnings are being retained, with 
this alternative: “If the above purpose can- 
not be effectuated, the earnings retained in 
the taxable year covered by this report will 
be applied to the following secondary ob- 
jective,” which will be named. 


Vital is the question as to what reasons 
will be acceptable if they do not involve 
specific commitments or itemized purposes. 
E. I. McLarney, Deputy Commissioner of 
Internal Revenue, stated to a meeting of 
the Los Angeles Chapter of the Tax Execu- 
tives Institute on November 20, 1946: 
“Undistributed income is properly accumu- 
lated if it is retained for working capital 
needed in the business or if it is invested 
in additions to plants reasonably required 
by the business. Where a corporation can 
show that all of the capital and surplus on 
hand would be required for the proper con- 
duct of the business the tax will not be 
incurred. The Bureau will take into con- 
sideration every fact and prospect that a 
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prudent business man would consider in 
determining what surplus is reasonably 
needed for any enterprise.” * If this “realis- 
tic’ attitude is observed, a taxpayer might 
set up recognizable reserves against unfa- 
vorable legislation. If he was a contractor 
or engaged in some other business that dealt 
with a governmental agency, he might be 
able to discount a loss of business resulting 
from political upheavals in the elections of 
1946-1948. He might even be able to pro- 
vide for potentially higher labor and mate- 
rial costs although, with the recent lifting 
of price ceilings and other controls, this 
position might be challenged on the grounds 
that higher costs could be met by higher 
prices to his customers—if their resistance 
point had not been reached. 


Exceptions 


The seventy per cent yardstick set up by 
the Bureau is not inflexible. Some corpo- 
rations will be able to justify the retention 
of all of their earnings. At the other pole 
are corporations which already have sur- 
pluses large enough for any anticipated 
needs, so that any current surplus (earnings) 
retained would be excessive. There is no 
“automatic” tax if dividends are not paid to 
the extent of seventy per cent or any other 
figure, for there are unquestionably many 
proper reasons for retaining earnings. Treas- 
ury Department releases and instructions 
invariably have stated that the seventy per 
cent rule is a purely arbitrary figure, and 
that in certain instances a considerably 
higher proportion must have been distrib- 
uted if the tax is not to apply. By impli- 
cation and by precedent, the converse is also 
true, and a much smaller percentage of 
earnings (or none at all) would need to be 
distributed. Nevertheless, the taxpayer will 
have the burden of proof in demonstrating 
that his reasons for retention of earnings 
are good. 


One writer® has expressed the opinion 
that the bark of Section 102 may be worse 
than its bite, as it actually may be cheaper 
to have the corporation pay the penalty sur- 
tax than to have the stockholders pay out 
most of their dividends at extremely high 
personal surtax rates. But that situation 
generally would be true only in the case of 
closely held corporations where the stock- 
holders are in maximum surtax brackets. 


*Los Angeles Times, November 21, 1946. 


* Richard F. Barrett, ‘‘The Section 102 Pen- 
alty,"" TAXES—The Tax Magazine, July, 1946, 
XXIV, 656. 
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Furthermore, although the penalty surtax 
is allegedly based upon undistributed earn- 
ings of a taxable year alone, the existence 
of undistributed earnings of prior years in 
the form of surplus, will convince a revenue 
agent that current year earnings may not 
have to be retained at all: in other words, 
the surtax on unreasonable accumulation of 
earnings may have a cumulative effect, as 
the existence of such earnings may make 
the retention of the earnings of each of the 
subsequent years unnecessary, and hence 
fully taxable unless fully distributed. And 


a mistake in policy is cumulative: perhaps 


three years’ surtaxes would have to be paid 
before a new policy could be effectuated. 


Tables prepared by the Bureau of Na- 
tional Affairs show the ratio of dividend 
payments to net profits after taxes for the 
vears 1936, 1939, 1940, 1942 and 1943. Table 
I (p. 104) shows an analysis according to asset 
classes; Table II (p. 105) shows an analysis 
by industries. A corporate taxpayer would find 
it helpful to prepare a ratio of dividends 
to earnings for its own industry for a ten- 
year period, showing the company itself and 
also other companies in its industry, includ- 
ing the leaders as well as other companies 
of size and earnings comparable to those of 
the taxpayer. 


Individual Justification 


If the taxpayer does not pay out an 
amount which the revenue agent considers 
sufficient, it then has the burden of proving 
that its retained earnings were reasonable 
in the light of its particular requirements. 
This is entirely a custom job, for as the 
court said in the Southland Industries case, 
infra: “Many cases of this character have 
been decided by this Court and appellate 
courts, and cases cited in the briefs of the 
parties and many others have been exam- 
ined, but since the facts differ in each, their 
chief value has been to define the limits to 
which the Courts have gone in applying the 
statute, and in measuring and passing upon 
the sufficiency of the evidence.” In the 
April, 1946 issue of TAxEsS—The Tax Maga- 
zine® appeared a statistical summary of 
forty-one decisions won by the taxpayer 
who had properly justified his retention of 
earnings during the period February 7, 1935, 
to August 22, 1945. In twenty-five of these 
decisions, the taxpayer showed that accumu- 
lations were required by the reasonable 
needs of his business; in twenty-nine no 


® Gustave Simons, ‘‘Modern Techniques in the 
Practice of Tax Law,”’ p. 330. 
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purpose to avoid the personal surtax was 
found; in twenty-four, it was found that 
reserves were required; in thirteen, accumu- 
lations were found necessary for growth; in 
twelve, a larger amount of cash was found 
necessary; in sixteen, it was ascertained that 
there were no investments unrelated to the 
business; in six, it was proved that surplus 
was invested largely in plant or other non- 
liquid assets. According to the same article, 
during the period January 16, 1933, to No- 
vember 16, 1944, there were thirty-seven 
decisions in which the surtax was imposed. 
There were five principal reasons for im- 
posing the surtax; no business need for 
accumulation was proved in thirty-three de- 
cisions; the fact that the corporation was 
very closely held was used in thirty-two 
decisions, but probably found in every one; 
the fact that investments were unrelated to 
the business was stressed in eighteen cases; 
there were found to be loans to stockhold- 
ers in thirteen decisions; and in four deci- 
sions there was found to be an accumulation 
for the benefit of the stockholders. 


There have been few Section 102 cases in 
the past year, and all were of pre-peace 
vintage with the consequent change in con- 
cept of the needs of retention of surplus. 
These will be considered seriatim. 


Semagraph Case 


On December 4, 1945, the matter of Sema- 
graph Company v. Commissioner" was decided. 
Here the taxpayer was a corporation, all 
of the stock of which was owned by C. V. 





7152 F. (2d) 62 [45-2 ustc { 9466]. 









TABLE I—Prepared by the Bureau of National Affairs 
Ratio of Dividend Payments to Net Profits after Taxes 


Johnson, who was also the sole owner of a 
holding company that owned assets consist- 
ing of securities and real estate. Johnson 
became interested in a machine called the 
Semagraph, which was intended to obviate 
the manual operation of linotypes. The 
machine had been invented by an employee 
of a newspaper owned by Johnson, and this 
employee accepted an invitation to become 
an employee of the holding company. At 
this time the taxpayer corporation was 
formed, taking over the machines, patents, 
and services of the inventor. The taxpayer 
borrowed large sums of money from the 
holding company and from Johnson. Sub- 
sequently the holding company was merged 
with the taxpayer under the latter’s name, 
and Semagraph acquired the assets formerly 
belonging to each company. From the time 
of its incorporation, the taxpayer had been 
engaged in the development of the inven- 
tion and had expended large sums of money 
in connection with it. Meanwhile, its mod- 
els were given tests that lasted for several 
years. The taxpayer contested the Com- 
missioner’s invocation of Section 102 by 
claiming that retained earnings did not ex- 
ceed the reasonable needs of the business. 
The court noted that development of the 
invention took a good deal of time as well 
as money, and that several years were re- 
quired to show that the machine was a 
practical success. Nevertheless, the large 
funds available were not found to have been 
used to any great extent in the development 
of the invention, and by far the greater part 
of the taxpayer’s assets were invested in 
securities, rather than in the development 
of the machine. Hence, the retained funds 


Net Income Corporations 
(Per Cent) 


Asset Class 1936 * 
(Thousand Dollar) 
under 50 64.2 
50 — 100 71.6 
100 — 250 76.2 
250 — 500 77.3 
500 — 1,000 74.2 
1,000 — 5,000 74.1 
5,000 — 10,000 77.1 
10,000 — 50,000 84.4 
50,000 — 100,000 91.7 
100,000 and over 96.2 
Total 84.9 


* 1936 is not a representative year because the undistributed profits tax forced out large 


dividend payments. 
Source: 


1939 1940 1942 1943 
38.0 37.8 21.3 21.9 
36.9 40.8 23.6 24.8 
444 43.6 28.5 31.1 
53.9 48.8 33.7 34.8 
55.4 49.9 37.2 37.6 
62.2 55.7 41.1 39.7 
66.1 61.0 43.4 42.9 
75.8 69.9 48.6 478 
80.0 76.2 57.7 54.0 
82.1 78.1 49.2 42.2 
71.2 66.8 45.4 42.9 


Statistics of Income, Bureau of Internal Revenue, U. S. Treasury Department. 
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were deemed to be not for the sole purpose’ in the United States District Court for the 
of developing the enterprise, but for other Western District of New York® Over a 
purposes of the owner of the stock, and the number of years the taxpayer had acquired 
court upheld the assessment. a virtual monopoly of the automobile wind- 
shield wiper business. When the Commis- 
sioner charged that too large a proportion 
of earnings were retained, the taxpayer ad- 
On July 3, 1946, the case of Trico Prod- vanced the following defenses: the patents 
ucts Corporation v. McGowan was decided 8 [46-2 ustc J] 9338.] 


Trico Products Case 


TABLE II—Prepared by the Bureau of National Affairs 
Ratio of Dividend Payments to Net Profits After Taxes 
Net Income Corporations 
(Per Cent) 

1939 1942 

All Industry Groups Sree : 71.2 45.4 
Mining and quarrying ......... ‘ 93.2 104.2 
Total Manufacturing .... 64.9 ; 448 
Food and Kindred Products..... : 67.4 ; 50.5 
Beverages : 58.0 , 47.9 
Tobacco Manufacturing ......... ; 86.7 76.4 
Cotton Manufacturing | eee men 33.9 
44.8 7 

Textile Mill Products excluding cotton.... ae or 30.5 
Apparel and products made from fabrics... 59.2 44.3 23.1 
Leather and products ; 58.1 41.6 
Rubber preducts Rete etree A 57.0 36.8 
Lumber and timber basic products BY ity 70.5 , 49.4 


Furniture and finished lumber products....J ... 55.9 37.2 
Paper and allied products .... ' 54.3 46.7 
Printing and Publishing Birt Z 68.9 54.4 
Chemicals and allied products ..... . 70.7 66.9 57.6 
Petroleum and Coal products. . ee . 94.8 98.3 
Stone, Clay and glass products. ... : 66.5 64.4 46.7 
Iron, steel, and products - a5 54:3 44.0 36.6 


Nonferrous metals and products...........] ... 54.2 45.3 48.4 
Electrical machinery and equipment 7. 69.8 66.2 40.3 
Machinery excluding transportation equipment 


and electrical .... N.A. 61.9 49.0 31.9 
Automobiles and equipment excluding 


electrical : 67.8 62.6 28.8 


Transportation equipment excluding 


automobiles A, 54.3 42.9 38.1 BO 
Public Utilities: 
Transportation Baas 72.4 70.6 24.9 26.7 


Communication i 93.5 91.6 99.3 92.1 
Other Public Utilities irr. 99.1 94.9 82.1 82.8 
Trade: 


Wholesale as 55.0 44.5 36.6 36.7 


Ee ee re rere: ie hs 58.4 55.7 42.7 42.6 
Service, total ; 55.4 54.9 37.4 37.2 
Construction s 45.0 37.8 21.0 25.0 

" 76.4 76.9 40.4 36.1 

N.A.—Not Available. * 1936 is not a representative year because the undistributed profits tax 
forced out large dividend payments. 

Source: Statistics of Income, Bureau of Internal Revenue, U. S. Treasury Department. 
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of the taxpayer’s particular product were of 
a limited life that expired in 1942, and it 
was necessary to accumulate funds for the 
development and marketing of new prod- 
ucts; its position in the industry depended 
upon its ability to convince the automobile 
manufacturers that it was the sole supplier 
of this item, and accordingly it had to re- 
tain sufficient funds to satisfy its customers 
that the product could always be available 
in the quantity and quality required; since 
the business was that of exploiting patents, 
it was necessary to have on hand funds to 
protect the patents, to prevent suits for 
infringement and to discourage attempts to 
infringe, a policy which required the main- 
tenance of adequate funds to defend every 
suit that might be brought against car man- 
ufacturers. As for the last, it was shown 
that the taxpayer’s patent had been judi- 
cially sustained by a court action in 1927, 
after which its patent position thus became 
impregnable. Although reserves were 
needed to exploit new inventions to take 
the place of the windshield wiper, these 
reserves were only a small part of the tax- 
payer’s needs. Here, as in so many Section 
102 cases, the Commissioner produced fig- 
ures as to the amount of additional surtax 
that the stockholders would have had to 
pay had earnings been distributed. The 
court was not impressed by the taxpayer’s 
argument that “Trico had been a good thing 
for the government, and if not put out of 
business by Section 102 taxes and the stock- 
holders’ suit instigated thereby the prospects 
are even better.” The Commissioner won 
his case. 


Greenspun Case 


The Treasury won another victory on 
August 22, 1946, in Commissioner v. Green- 
spun, as decided by the Fifth Circuit Court 
of Appeals. This represented an appeal 
from the findings of the Tax Court on a 
series of questions, one of which involved 
Section 102. The Commissioner conceded 
that the corporation had not been formed 
for the purpose of evading taxes, and the 
question was whether it had been “availed 
of” in the taxable years for the purpose of 
preventing the imposition of the surtax on 
personal incomes. The court frowned upon 
the fact that the corporation had retained 
earnings in order to make investments, and 
did not accept any of the “proofs” that the 
accumulation was necessary to finance the 
business. The affairs of the taxpayer were 





® [46-2 ustc {| 9329.] 


very intricate, and the Gregory case and 
Section 45 were also involved. The court 
approved the Tax Court’s statement that 
“The picture we get of the corporation’s 
financial condition as disclosed by the bal- 
ance sheets and the figures above set out, 
does not justify the conclusion that its busi- 
ness needs reasonably required accumula- 
tion of earnings or profits in the taxable 
year. Nor, in particular, is reasonableness 
of the accumulations established by the fact 
that the corporation borrowed amounts . 

in excess of such accumulations. It might 
be inferred that the accumulations of earn- 
ings were necessary if it were shown that 
the borrowed funds were required to carry 
on the normal business activities of the 
corporation or to finance contemplated ex- 
pansion of the business, but such facts are 
not shown, nor is there evidence to indicate 
for what purpose the loans involved here 
were made.” 


Southland Industries Case 


That reasons which ordinarily appear 
satisfactory will not apply in all situations 
is shown by the most recent Section 102 
case, Southland Industries, Inc., v. Commis- 
sioner.” Here a corporation had been en- 
gaged exclusively in the operation of a radio 
broadcasting station since 1933. Its busi- 
ness had been very successful and profitable, 
and its policy had been materially to in- 
crease its surplus each year. A large part 
of its capital and surplus had been invested 
in other enterprises in which the sole 
stockholder was interested. The principal 
stockholder testified that he “expressed a 
willingness to buy” a department store, 
although there was no evidence offered that 
any negotiation ever had resulted, and the 
court noted: “In any event, expected in- 
vestment in a merchandise enterprise has 
no bearing on the needs of the broadcasting 
business in which petitioner was engaged.” 
The taxpayer also claimed that it had rea- 
sonable needs for sizeable expenditures for 
new equipment, expansion and additional 
facilities. The court declared that there 
was no reason why the taxpayer’s non- 
operating assets could not have been used 
for these purposes, and it added: “In seek- 
ing to justify the large accumulation of sur- 
plus and non-operating capital, petitioner 
offered evidence covering a wide range of 
needs that its business might require, most 
of them being mere possibilities for which 

1 TC memo. op., Dkt. 3387, October 31, 1946 


(released November 14, 1946) [CCH Dec. 
15.467(M)]. 
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expenditures might have to be made in the 
future, some, if at all, in the remote future. 
There was evidence that a more imposing 
building might be desirable, but there was 
nothing in the record to even suggest [sic] 
that any plans or decision, tentative or 
otherwise, had been made to erect same.” 
As for technological reasons that might 
make the taxpayer’s equipment obsolete, the 
court said that “it is not enough that new 
inventions might eventually require new 
equipment, for the statute contemplates the 
immediate needs of a business, not the pos- 
sibility of necessary expenditures in the 
indefinite future.” The taxpayer’s final ar- 
gument was that it might require additional 
funds to engage in other types of activity, 
but the court dismissed this thought with 
the comment that “expected investment in 
a merchandise enterprise has no bearing 
on the needs of the broadcasting business 
in which petitioner was engaged.” How far 
this doctrine might be extended is not clear: 
for example, the recent decision of General 
Mills, Inc., to go into the kitchen appliances 
field might be deemed to be an enterprise 
with no bearing on the flour and cereals 
industry, with the result that funds accumu- 
lated for the new venture might conceivably 
be considered to have been accumulated 
unreasonably. Carried to its ultimate, this 
doctrine would mean that funds could not 
be retained to branch out into any venture 
afield from the existing enterprise of a tax- 
payer. 


The Southland case also contains the fol- 
lowing sentences: “The evidence in this 
case shows that petitioner [taxpayer] is 
apparently on a cash basis, so far as income 
and expenses are concerned, since it collects 
monthly . . . and pays its current expenses 
monthly. It is obvious that petitioner can 
make no claim for a need of a larger surplus 
or even a larger working capital.” This 
doctrine might be applied adversely to other 
taxpayers where, because of the nature of 
their business, payments are required to be 
made within such a short interval that sales 
might be deemed to be on a cash basis. 


Inactive Loans to Stockholders 


The decided cases indicate that one of the 
chief evidences of unreasonable accumula- 
tion of surplus is the existence of inactive 
loans to stockholders. Although the stock- 
holders in such cases happened to be indi- 
viduals, there is no apparent reason why the 
stockholder could not be another corpora- 
tion, which in turn could have paid out 
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higher dividends if it had received subsid- 
iary company dividends, with an ultimate 
result that at some point an individual stock- 
holder would be subject to personal surtax. 


A false complacency might be felt by 
taxpayers who have no income tax to pay, 
and who believe, therefore, that they could 
have no accumulation of current earnings, 
reasonable or otherwise. Section 192(d)(1) 
of the Code, however, provides that undis- 
tributed Section 102 net income is equal to 
net income computed without benefit of the 
capital loss carry-over and the net operating 
loss deduction. In consequence, even a 
“deficit company” is apt to have a Section 
102 problem. It must be remembered that 
Section 102 net income is not the same as 
taxable net income per the return. 


, 


A large unrealized loss is no defense 
against Section 102. It would be better to 
take the actual loss, if necessary replacing 
the stock or other asset with a similar one, 
with due regard for the restriction on “wash 
sales.” 


Application to Subsidiaries 


The surtax may apply to a “chain” of 
corporations, as well as to a single company, 
but apparently it will be applied on a con- 
solidated basis only if consolidated returns 
are filed. The implication is that if con- 
solidated returns are not filed, each subsidi- 
ary will have its own Section 102 problem, 
regardless of the over-all picture which 
alone is apt to have the consideration of the 
Board of Directors. A subsidiary would be 
quite likely in a far weaker position to de- 
fend a Section 102 charge than would the 
parent, as its requirements of funds presum- 
ably would be far fewer, especially if the 
subsidiary conducted but a single function, 
such as manufacturing, selling or purchasing. 


It seems surprising to the writer that the 
labor movement has made no concentrated 
effort to have corporations forced to distrib- 
ute earnings through the use of a tax club. 
Corporations can be obdurate in bargaining 
collectively on wage issues if there are sub- 
stantial undistributed earnings upon which 
to fall back during a lengthy strike; but if 
corporations, like most workers, were to 
find themselves without any undisbursed 
funds, such corporations (again like most 
workers) would yield to almost any condi- 
tions rather than have a strike. Where the 
labor group also has a surplus, it may be 
possible to predict the duration of a strike 
by comparing the surpluses of both protag- 
onists, adjusted to the demands that will be 
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made on them, to forecast which is better 
equipped to be inflexible. 


Influence of Individual Stockholders 


Regardless of whether the corporation’s 
stockholders are large or small, there is no 
denying the fact that under certain circum- 
stances one or a few stockholders may 
determine a corporation’s dividend paying 
policy in the light of their own personal 
surtax problems. The old Roman police 
had a successful method in determining the 
culprit for any type of crime; they merely 
worked on the solution of the simple ques- 
tion, “Quis prodest?”—“Who profits?” In 
view of the availability to him of the S. E. C. 
report, it would not be difficult for a revenue 
agent to ascertain what individual or indi- 
viduals would profit if a corporation retained 
its earnings; and a computation of the addi- 
tional tax that such individual or individuals 
would have to pay, had there been a distribu- 
tion, would be extremely persuasive when 
the Commissioner argued his case. 


Advisable Precautions 


The dilemma works out to the familiar 
question: to pay or not to pay? The fol- 
lowing facts must be evaluated with refer- 
ence to each corporate taxpayer on an 
individual basis: 


1. The taxpayer should keep a contem- 
porary record of why the Board of Direc- 
tors decided not to pay out higher dividends 
than were distributed for each taxable year. 
It must be demonstrated to the revenue agent 
that the Board acted as it did, not for per- 
sonal or capricious reasons, but for consid- 
erations that seemed sound at the time. No 
one except the directors themselves knows 
what reasoning led them to formulate their 
course of action, and in a few years (or far 
less time) they will not be able to recall the 
human business and economic factors which 
actuated them at a particular time. The 
Board should act now as if it were defending 
its course of action to a revenue agent in 
three years’ time, and should record now 
those reasons that seemed valid. Manage- 
ment usually does not consist of the young- 
est men in the corporation; and when the 
revenue agent ultimately arrives, there may 
be changes in executive personnel, with the 
result that the new men will not be familiar 
with the “sound reasons” of their predecessors. 


2. If earnings are being retained for busi- 
ness reasons or in line with an anticipated 
economic trend, an economist’s report stat- 
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ing the background that led the directors 
to take such action as they took, should 
be available as indication to a later examiner 
that the corporation acted as it did for busi- 
ness reasons and not because of an individ- 
ual’s surtax situation. The form that such 
a report could take is illustrated by a letter 
in the April, 1946, issue of TaxEs—The Tax 
Magazine, in which an economist’s report for 
the brewing industry is published.” Such 
a report might indicate the phase of the 
business cycle which the industry had en- 
tered, certain economic factors especially 
unfavorable to the industry indicated in the 
near future, and various facts peculiar to 
the finance and markets of that particular 
company. The existence of such a report 
before the dividend meeting would be a 
strong indication that it was this impartial 
presentation of facts that influenced the Board. 


3. There should also be available (pref- 
erably before the dividend meeting) reports 
from competent persons within and without 
the company as to how much it would cost 
to replace inventories, how much would be 
required to maintain or replace the physical 
plant, how much more cash would be neces- 
sary to carry accounts receivable when pay- 
ments (that are now unreasonably rapid in 
most fields) are as slow as normal. Cash 
forecasts also should be available to the 
directors. 


4. If it is not deemed appropriate to 
increase dividends because of anticipated 
expansion in the near future, the project 
should be reduced to definite commitment 
form. An expansion program will be no 
defense if nothing has been done, but with 
the existence of purchase orders or con- 
tracts will be very persuasive, even if, be- 
cause of shortages, no deliveries may be 
anticipated for a considerable length of time. 
Furthermore, where a corporation has sub- 
stantial undistributed earnings, expansion 
would cost only 61% cents to 72% cents 
per dollar, the savings in penalty surtax 
being the difference. 


Resignation of Board Member 


5. Inasmuch as the Commissioner might 
deem a member of the Board of Directors 
that votes upon dividend policies to be actu- 
ated at least in part by personal surtax 
considerations, it might be desirable to sug- 


gest to any stockholder who owns a really. 


substantial portion of the shares that he 
resign from the Board. It could be pointed 
out that while there is no guarantee of 





11 Simons, op. cit., pp. 337-339. 
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immunity, the resignation might minimize 
the chance of imposition of Section 102, 
which would certainly hurt any large stock- 
holder because of the additional expense 
to the company, and which would also penalize 
him because in future years dividends prob- 
ably would be forced to be higher with the 
resulting personal surtax cost. Perhaps this 
potential ex-member of the Board could ex- 
press his views on management and policy 
without needing to attend meetings in person. 


Dividend Ratio 


6. If there ig not a valid reason for defend- 
ing the retention of dividends that can be 
defended (that last is important), consider 
next how much the company can afford to 
pay in the light of the reports mentioned 
at items 2 and 3, supra. It seems advisable 
for dividend-paying corporations to return 
at least to their pre-war ratio of dividends- 
to-earnings. That corporations can pay out 
a higher proportion of earnings than they 
are presently doing, is attested to by the 
fact that in 1936, when the undistributed 
profits tax was in effect, 84.9 per cent of the 
funds available for distribution were paid 
out, a national figure which very few com- 
panies approach today. But industry statis- 
tics are available to the Commissioner as 
well as to the taxpayer; and if a corporation 
pays out a smaller dividend ratio than his 
industry’s average would indicate, to the 
extent that a particular taxpayer lags behind 
his competitors he is likely to be deemed 
to be accumulating surplus unreasonably— 
unless there is some reason or project pecu- 
liar to him and not to the others. In any 
event, it is to management’s interest to 
ascertain the dividend ratio of its own in- 


dustry as a guide of what will be expected 
of it. 


Taxable Dividends 


7. If dividends are indicated, they should 


be in the form of taxable dividends. A divi- 
dend that is nontaxable to the receiving 
stockholders is not a dividend within the 
intendment of the statute, and no credit will 
be allowed for it. Thus, the utilization of 
dividends in kind is not advisable in view 
of the uncertain tax status of such distribu- 
tions. With reference to assets owned by 
the taxpayer but not used in his business, 
the Commissioner could not make a busi- 
ness decision for the corporation and require 
the payment of a dividend in kind if cash 
were insufficient for the purpose, but he 
could tax the company because it had a 
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form of asset that could have been used for 
the purpose. Thus, in Whitney Chain and 
Manufacturing Company v. Commissioner,” it 
was held that the surtax could be imposed 
where a corporation had little cash, although 
some stock owned in another company 
could have been used, the court felt, to pay 
a taxable dividend. Taxpayers have shown 
successfully that they had nothing that 
could have been distributed as dividends 
where their earnings were ploughed into 
fixed assets used for productive purposes; 
but where earnings have gone instead into 
inventories, the situation might be different. 
For example, several liquor companies have 
made distributions in kind in the form of 
whiskey dividends, although it is too early 
to see what the final tax effect of such divi- 
dends will be. A distribution in partial 
liquidation probably would suffice to obtain 
the dividends-paid credit for the sake of the 
Section 102 computation. Thus, where ex- 
cess reserves have been built up in the course 
of the years and there is reason to fear that 
Section 102 may be invoked by the Com- 
missioner, the surtax might be avoided a 
partial liquidation of $x per share on the 
outstanding stock. If the various formali- 
ties were met and there was either a partial 
repayment of the par value of the stock or 
a pro-rata retirement of a part of the out- 
standing shares, it would probably be held 
that the effect of the reduction of the stock 
was essentially equivalent to the distribu- 
tion of a taxable dividend. Hence, while 
the distribution would be taxed as a divi- 
dend to the stockholders, the Section 102 
surtax would not be levied against the cor- 
poration, assuming that surplus was no longer 
unreasonable after this distribution. 


General Conclusions 


Taxpayers are used to various wartime 
reasons for paying very conservative divi- 
dends. For the most part, these reasons 
are no longer tenable. During the maxi- 
mum tax years, the excess profits tax itself 
provided such a‘substantial credit against 
Section 102 income that in most cases no 
substantial earnings against which to apply 
the surtax were left. Furthermore, the un- 
certainties of wartime no longer exist; and, 
psychologically, the economic dangers of 
peacetime are not so easy to justify. Finally, 
the Commissioner has changed his point of 
view as to the retention of earnings. 


A considerable amount has been written 
on the subject in recent months, and even 


2149 F, (2d) 936 [45-2 ustc {| 9332]. 
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more has been said. The consensus is that 
taxpayers will have to revert to a pre-war 
concept of a dividends-to-earnings ratio. 
Statistics exist to indicate the pre-war ratios 
by industries and by income brackets, and, 
of course, are easily available to a revenue 
agent. 


It is not mandatory that a corporation 
pay out all or even any of its earnings; but 
failure to pay a “substantial” proportion will 
place the burden of proof upon the taxpayer 
to demonstrate that its retention of such 
earnings was not unreasonable nor was the 
retention for the benefit of one or more 
stockholders. The new corporation income 
tax return form requires each corporation 
to give its reason or reasons for retaining 
earnings at the time the return was filed, 
and the benefit of hindsight and second- 
guessing is now lost to the taxpayer unless 
he can twist a later thought as to why earn- 
ings were retained to fit the language de- 
signed to cover another situation. 


Where there is all this smoke, there must 
be fire; and although the Treasury has an- 
nounced that it is not starting a punitive 
drive to force the payment of dividends or 
to collect higher tax, the tax fraternity in 


general believes that Section 102 is no longer 
to be regarded as an empty threat. 


Statistics published in the November, 1946 
Letter of the National City Bank of New 
York reveal that for the first nine months 
of 1946 corporate income increased 12.0 per 
cent, whereas the rate of return increased 
but 0.8 per cent. (See Schedule III on 
p. 111.) It seems probable that the Com- 
missioner will try to bring these two figures 
into line. 


Perhaps the Treasury will be the loser by 
insisting that earnings be distributed rather 
than retained; for the retained funds, ij 
properly used, can become capital funds 
that will produce more goods and hence 
higher profits for the Treasury to tax. Ad- 
mittedly there are abuses of the retention 
power to save personal surtaxes to certain 
stockholders; but where it can be shown 
that a corporation can use the retained earn- 
ings more advantageously than the poten- 
tial recipient, the government would only 
lose in compelling distribution by the threat 
of a tax club. It is the old question that 
has long existed in many forms, the leading 
case being Productive Hen v. Golden Egg. 

[The End] 
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N AN EXCELLENT ARTICLE entitled 
“Real Estate Tax Problems,” by Harry 
B. Sutter of the Illinois bar, published in 
the June and July, 1945, issues of the 
Chicago Bar Record and reprinted in the 
January, 1946, issue of TAxes—The Tax 
Magazine, the author made this prediction: 
Some day soon a taxpayer owning only one 
or a few pieces of real estate and spending 
substantially all his time in the law or some 
other profession unrelated to real estate, 
would sell a piece of real estate and claim 
a loss in full under Section 117(j); and the 
Commissioner would seek to apply capital 
loss limitations but would be haunted by 
the ghost of the Fackler case.* This predic- 
tion has been more than justified. 

















































































































We shall proceed to discuss some of the 
cases where the Fackler case has been fol- 
lowed and the loss allowed in full. 




















First, let us consider the case of Mr. John 
Smith, a tobacco magnate, who died in 
1929, before the crash, and who left besides 
his holdings in the company a palatial resi- 
dence, three other pieces of central real 
estate, and three sons, all of whom were 
connected with the business. They tried to 
rent or sell the residence without success 
until October, 1942, when it was rented; and 
in January, 1943, it was sold at a substantial 
loss from its 1929 value, less depreciation. 
In filing his 1943 return, one of the sons, 
Tom, did not take any loss because his 
lawyer advised him that there was no loss, 
since the property was residential property 
and was not converted to a business use 































































































1 Fackler v. Commissioner, 45 BTA 708 (1941) 
[CCH Dec. 12,169]; affirmed 133 F. (2d) 509 
(CCA-6, 1943) [43-1 ustc J 9270]. 





























Rental Property 
as Business’ Property 


By CARLOS BERGUIDO, Jr. 


until it was rented in 1942, when its value 
was no different from what it was in Jan- 
uary, 1943.2 The second son, Dick, was 
advised by his counsel to take only a capi- 
tal loss since the property was a capital 
asset as defined in Section 117 (a) of the 
Code and Sections 19.117-1 and 29.117-1 of 
the Regulations.» The third son, Harry, 
was told by his lawyer to take a full loss 
under Sections 23 (e) and 117 (j). 


The Revenue Agent in Charge proposed 
a deficiency for 1943 in the case of Harry, 
claiming that the old man’s residence was a 
capital asset, in accordance with the follow- 
ing language of the Regulations introduced 
by T.D. 5217: 


“Property held for the production of in- 
come, but not used in a trade or business 
of the taxpayer, is not excluded from the 
term ‘capital asset’ even though depreciation 
may have been allowed with respect to such 
property under Section 23 (1) prior to its 
amendment by the Revenue Act of 1942.” 


Deduction as Ordinary Loss 


Harry filed a protest and was sustained 
in his position that under the Fackler case, 
under I.T. 3711 and all the cases decided by 
the Tax Court before and after the pro- 
mulgation of T.D. 5217, and under Sections 
23 (e) and 117 (j), the loss was deductible 
in full as an ordinary loss and not as a 
capital loss. Harry’s contentions were in 





2 Heiner v. Tindle and Union Trust Company, 
276 U. S. 582 [1 ustc J 299]. 


3 Regulations 103 and i111, particularly as 
amended by T. D. 5217, 1943 CB 314, promul- 
gated January 19, 1943. 
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The author, a member of the Pennsy]l- 
vania bar and associated with the law 
offices of White & Williams of Phila- 
delphia, has been Consul of Panama at 
Philadelphia since 1925 and presently is 


the alternative. First, the residence, as well 
as the central city properties, all inherited 
from his father, were “business” properties 
because, even though Harry devoted sub- 
stantially all his time to the tobacco busi- 
ness, qua the inherited real estate, he and 
his brothers were in the real estate business 
devoting the properties to rental purposes 
and exclusively to the production of income. 


‘Non-Capital’’ Assets 


Second, these properties, even if not con- 
sidered as “business” properties, are still 
“non-capital” assets as “rental” properties 
under Section 117, because that portion of 
the Regulations introduced by T. D. 5217 
is void as contrary to Section 117, the set- 
tled administrative practice of the Internal 
Revenue Department for more than thirty 


years, the decisions of the courts and I. T. 
3/11. 


Section 117 (a) of the Internal Revenue 
Code excludes, inter alia, from the definition 
of capital assets “real property, used in the 
trade or business of the taxpayer.” 

While the principal business of the Smith 
brothers was the tobacco business since they 
attempted to rent the old family mansion 
and never occupied it personally as a resi- 
dence after the old man’s death in 1929, and 
since after 1942 they did succeed in renting 
it, as they had been successful in the interim 
in renting the three other business proper- 
ties similarly inherited from their father and 
from which substantial rentals had been col- 
lected right along, qua the properties they 
were in the business of renting them, keep- 
ing them in repair, finding new tenants, all 
exclusively for the production of income. 


Tax Items of Special Interest 


dean of the local consular corps 


Fackler Decision 


As pointed out in the language of the 
Board of Tax Appeals in the Fackler case: 


“. . Although the Revenue Acts of 1913 
and 1916 contained provisions similar to that 
set out above in section 23 (1) respecting 
an allowance for depreciation, and all.acts 
since that of 1916 have contained a provision 
identical with that in section 23 (1), we have 
been unable to find any decision holding that 
where the owner of depreciable property de- 
voted it to rental purposes and exclusively for 
the production of taxable income, he was not 
engaged in a trade or business. On the con- 
trary, such decisions as bear on the question 
indicate otherwise. In W. B. Brooks, 12 
BTA 31 [CCH Dec. 3979]; aff'd. 35 Fed. 
(2d) 178 [1929 CCH D-9381], the taxpayer 
purchased a dwelling house in 1896 and used 
it as his personal residence until 1910 or 
1911, when its use for that purpose was 
abandoned. Thereafter it was rented and 
held for sale until in 1919, when it was sold. 
The question involved was whether the tax- 
payer had sustained a deductitble loss on the 
sale, and, if so, the amount thereof. In 
holding that a deductible loss had been sus- 
tained, we said: 


«« | After March 1, 1913, of course, 
depreciation must be taken into considera- 
tion in the instant case, since the petitioner 
was then required to make a return of his 
income and pay a tax thereon and was also 
entitled to deduct depreciation on the build- 
ing in question, a depreciable asset which 
was being used in the production of income.’ 
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“For other cases of the same import see 
Walter J. Ball, et al., Co-executors, 8 BTA 
180 [CCH Dec. 2811]; Joseph F. Cullman, Jr., 
16 BTA 991 [CCH Dec. 5251]; Edward L. 
Parker, 19 BTA 171 [CCH Dec. 5881] ; Edwin 
Vosburgh, 23 BTA 780 [CCH Dec. 7036] ; 
Kay Kimball, 41 BTA 940 [CCH Dec. 11,077]. 
In Flint v. Stone Tracy Co., 220 U. S. 107, 
it was held that a corporation owning and 
leasing taxicabs and collecting the rents 
therefrom was doing business within the 
meaning of the excise tax act of 1909, which 
imposed a tax on corporations with respect 
to the ‘carrying on or doing business’ by 
such corporations. In George S. Jephson, 
37 BTA 1117 [CCH Dec. 10,066], the tax- 
payer, who was a manufacturer of food 
products, purchased in 1925 a five-story 
residence for the purpose of renting it. 
From then until 1934 he attempted to rent 
it but without success and the house re- 
mained unoccupied. We there held with re- 
spect to the years 1932, 1933, and 1934 that 
there was a continuing devotion of the prop- 
erty to a business use and purpose and that 
the depreciation sustained thereon in those 
years represented depreciation sustained on 
property used in carrying on a business and 
deductible under the provision of the appli- 
cable acts identical with that in section 
23 (1) set out above.” (Ttalics supplied.) 
The applicable rule was announced in these 
terms on the same page: 


“The rule deductible from the above deci- 
sions is that, where the owner of depreciable 
property devotes it to rental purposes and ex- 
clusively to the production of taxable income, 
the property is used by him in a trade or busi- 
ness and depreciation is allowable thereon.” 
(Italics supplied.) 


The fact that the residence as well as the 
other properties were not managed directly 
by Harry and his brothers, but through an 
agent, did not make any difference. They 
were also in the business of managing and 
operating income-producing real estate; 
therefore, the properties were not “capital 
assets” as defined in Section 117 (a)(1). 


1. T. 3711 


Under the circumstances, the following 
language in I. T. 3711* is apposite, even 
though the taxpayer there owned and oper- 
ated eighteen properties instead of 


only 
four: 





4 1945—3—11950. See also article, ‘‘Real Es- 
tate Losses,’’ by F. L. Braunfeld in 23 TAXES— 
The Tax Magazine, September, 1945, pp. 828-835. 
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“It is held that A’s real estate, being regy. 
larly and continuously managed and operate; 
by her as a source of income, even though 
through her agents, constitutes property 
used in her business of managing and operat. 
ing income-producing real estate and, there. 
fore, not ‘capital assets’ as defined in section 
117 (a)(1) of the Code, supra. (Cf. Amos 
R. E. Pinchot, Executor, v. Commissioner, 113 
Fed. (2d) 718 [40-2 ustc J 9592]; John Fack- 
ler v. Commissioner, 133 Fed. (2d), 509 [43-1 
ustc { 9270].) Since the properties were held 
for more than six months, the provisions of 
section 117 (j) of the Code are applicable 
with respect to gains and losses from the 
sale thereof at the time so used. (See sec- 
tions 29.117-1 and 29.117-7 of Regulations 
111.) Since it appears that the aggregate 
gains from all of the transactions do not 
exceed the losses thereon, none of such gains 
and losses should be treated as gains and 
losses from the sale or exchange of capital 
assets. Under such circumstances, the loss 
from the sale of the above-mentioned prop- 
erties is not subject to the limitations pro- 
vided in section 117 (b) or (d) of the Code, 
with respect to capital gains and _ losses, 
Accordingly, such loss is deductitble by A 
in full as an ordinary loss in computing her 
net income for the taxable year 1944.” 


Uniformity of Cases 


The cases decided before and since the 
Regulations were amended by T. D. 5217 
have all uniformly held that rental property 
used for the production of income is “prop- 
erty used in a trade or business,” and hence 
not within the definition of “capital assets.” 
The Commissioner was successful in the 
Fackler case in having the Board of Tax 
Appeals hold that the gain was taxable in 
full as ordinary gain not subject to the capi- 
tal gain and loss limitations under Section 
117 (before its amendment in 1942 by Sec- 
tion 117 (j), allowing such losses in full but 
limiting the gain). 


So, in Estate of Sam Weingart, 3 TCM 121, 
Dkt. 2367 (February 8, 1944) [CCH Dec. 
13,733(M)], the Commissioner was sustained 
in his contention that the gain from the sale of 
a warehouse held for the production of income 
was taxable in full, as a non-capital asset, 
even though the taxpayer devoted only part 
of his time to collecting the rents, paying 
the taxes and interest on the mortgages. The 
claim of the taxpayer that it was not “prop- 
erty used in his trade or business” was (is- 
allowed, and the Fackler case followed. 
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In John McNeil Burns, 4 TCM 143, Dkt. 
3623 (January 31, 1945) [CCH Dec. 
14,375(M)], the taxpayer, an attorney, in- 
vested in thirteen pieces of improved real 
estate and sold one of these at a profit in 
1941. The Tax Court, following the Fackler 
case, sustained the Commissioner’s conten- 
tion that when the owner of depreciable 
property devotes it to rental purposes and 
to the production of taxable income, the 
property is used by him in a trade or busi- 
ness, and hence is not a “capital asset” 
under Section 117 (a) (1). 


Campbell Decision 


By the same token, in the case of N. Stu- 
art Campbell et ux., 5 TC 272 (June 18, 1945) 
[CCH Dec. 14,614], where the shoe was on 
the other foot and the Commissioner was 
trying to apply the capital loss limitations 
in the case of a loss, the Tax Court, follow- 
ing the Jephson *® and Fackler cases, held, under 
facts strikingly similar, that the loss from 
the sale in 1941 of an inherited residence 
which the decedent had occupied. until he 
died in 1934, was an ordinary loss and not 
a capital loss, even though it had not been 
rented prior to its sale. While the Com- 
missioner conceded that the property was of 
a character which was subject to deprecia- 
tion within the definition of Section 117 
(a)(1), he claimed it was not being used in 
the taxpayer’s “trade or business.” In 
deciding adversely to the Commissioner’s 
contention, the Tax Court held that it was 
so used. 


The Commissioner acquiesced in the issue 
that the sale of the inherited property was 
a transaction entered into for profit under 
Section 23 (e)(2), but did not acquiesce in 
the issue that the loss was not a capital loss 
but an ordinary loss.® 


Again, the Commissioner’s contention that 
property obtained by foreclosure and sold 
at a loss was subject to the capital loss 
limitations, was rejected by the Tax Court 
in Estate of Annie Gibney, 4 TCM 878, 
Dkt. 6184 (September 10, 1945) [CCH Dec. 
14,753 (M)]. Citing the Fackler case, the 
court held that when the taxpayer held five 
pieces of improved real estate from which 


’ George 8. Jephson, 37 BTA 1117 (1938) [CCH 
Dec. 10,066]. 

‘I. R. B. 1946-1, p. 1. Following this ruling 
the Commissioner issued I. T. 3776 (I. R. B. 
1946-1, p. 4) revoking I. T. 35946, CB 1942-2, 
106) holding that a loss on a sale of an in- 
herited residence in 1940 is treated as a trans- 
action entered into for profit, even though the 
property was not actually rented but listed for 
sale, where the decedent died in 1935, and the 
property was subject to a life estate. 


Rental Property as Business Property 


she received rents, the loss on two pieces 
sold in 1942 was deductible in full, even 
though the total rental operations resulted 
in a loss and the properties had been ac- 
quired involuntarily. This latter fact the 
Tax Court considered immaterial, citing 
A. L. Carter Lumber Company v. Commis- 
stoner, 143 F. (2d) 296 [44-2 ustc § 9374]. 


Similarly, in Sarah Fraser Robbins, 4 TCM 
1003, Dkt. 6562 (November 9, 1945) [CCH 
Dec. 14,840 (M)], the Tax Court followed 
the Campbell case, supra, and allowed the loss 
in full in the sale of an interest in property 
inherited by the taxpayer and others from 
their mother, where the property was put up 
for sale immediately after the mother’s death 
in 1936 until its sale in 1940, and was never 
occupied as a residence. 


Wolff Decision 


Also, in Frank P. Wolff, 5 TCM —, 
Dkt. 6677 (December 6, 1945) [CCH Dec. 
14,886 (M)], the Tax Court, relying on the 
Fackler case, held that the taxpayer had in- 
curred an ordinary loss and not a capital 
loss. The taxpayer had purchased. a prop- 
erty near Philadelphia in 1926, which he 
occupied as a home until 1937, when he was 
transferred to St. Louis. The property was 
rented until 1941, when it was sold at a loss. 
The taxpayer had the property listed for 
sale and on business trips to New York 
about six or eight times a year visited the 
property and conferred with real estate 
agents. He owned no other real estate. 
Depreciation had been allowed during the 
years the property was rented, and he 
claimed that the property was “used in the 
trade or business” within the ambit of 
Section 117 (a) (1) and, therefore, did not con- 
stitute a capital asset. The Tax Court sus- 
tained his contentions and, speaking of the 
Fackler case, said: 


“In that case it was held that property 
devoted to rental purposes was not a capital 
asset and that the gain on the sale thereof 
was taxable in full as ordinary gain.” 


The court also stated: 


“The fact that the property in the Fackler 
case had never been devoted to residential 
purposes, in no way vitiates the application 
of the rule therein expressed to the present 
facts.” 


The Tax Court then proceeded to point 
out that all the cases cited in the Fackler 
case involved residential property, which, 
prior to the time of its sale, had been con- 
verted to rental purposes. 


115 












In the case of Quincy A. Shaw McKean 
et ux.,6 TC 757 (April 17, 1946) [CCH Dec. 
15,083], the Tax Court followed the Camp- 
bell case and held the loss attributable to 
the sale in 1941 of a building converted to 
rental use in 1932, deductible in full as an 
ordinary loss. 













Mortgages as Source of Income 


In Grace De Vinne Goldsmith, 5 TCM —, 
Dkt. 7848 (May 29, 1946) [CCH Dec. 15,209 
(M)], the Tax Court again followed the 
Fackler and Campbell cases, holding that the 
loss was deductible in full and that rental prop- 
erty was not a capital asset. The taxpayer’s 
principal source of income was from mort- 
gages. In 1935 she purchased a property 
at foreclosure to protect her mortgage, rented 
it through agents and deducted depreciation. 
In 1941 she sold it at a loss and deducted 
the loss on the improvements in full. She 
prevailed. This significant language appears 
in the Tax Court’s opinion: 














“It seems clear from the evidence in the 
record that although petitioner was not en- 
gaged extensively in the business of renting 
out property to tenants she was in that busi- 
ness in so far as the 1452 Bryant Avenue 
property was concerned.” 

















In other words, even where the taxpayer 
owns only a single rental property, he still 
may be said to be in that business! 


Recent Decisions 


The recent case of Leland Hazard, 7 TC 
372, Dkt. 8690 (July 16, 1946) [CCH Dec. 
15,273] is of particular interest. There, a law- 
yer who moved from Kansas City to Pitts- 
burgh rented his former residence in 1940 and 
sold it at a loss in 1943. As stated by the Tax 
Court, the only issue submitted was whether 
a loss sustained upon the sale of improved 
real estate, formerly occupied as a residence, 
is deductible in full as an ordinary loss or 
as a long-term capital loss. In allowing the 
loss in full, the court followed the Fackler 
and Campbell cases, holding that residential 
improvements in real estate converted into 
income-producing property, are property 
“used in the trade or business of the tax- 
payer,” regardless of whether or not he is 
engaged in any other trade or business, and 
are therefore excluded from the definition of 
“capital assets” as defined by Section 117 
(a)(1). This was so, in spite of the lan- 
guage introduced into the Regulations by 
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T. D. 5217 and quoted above, the court 
pointing out that this language of the Regy- 
lations, by its terms, specifically excludes 
property “used in the trade or business of 
the taxpayer.” The court also held that the 
amendments introduced by Sections 151 of 
the Revenue Act of 1942 to Section 117, do 
not indicate any intent on the part of Con- 
gress to change the rule established by the 
Fackler case. 


The most recent case decided by the Tax 
Court on this point is that of M. T. Thomas, 
TC memo. op., Dkt. 8858 (September 17, 1946) 
[CCH Dec. 15,392 (M)]. The taxpayer had 
owned a residence in Erie, Pennsylvania, 
since 1924, which he abandoned when he 
moved to Warren, Pennsylvania, in 1936, 
The property was rented in 1942 and sold in 
1943 at a loss. Basing its decision on the 


Hazard case, the court allowed the loss in 
full.’ 


On the other hand, in Thora S. Ronalds, 
TC memo. op., Dkt. 2384 (September 20, 
1946) [CCH Dec. 15,396(M)], the Tax 
Court disallowed the loss on the sale of in- 
herited real estate because it was occupied 
by the taxpayer as her residence both before 
and after she acquired title, and while at- 
tempts were made to rent the two proper- 
ties, they had not been rented at the time 
they were sold in 1941. One significant fact 
is that here the taxpayer was the owner of 
six other properties from which she derived 
considerable rents from 1930 to 1941, and 
yet the loss was disallowed on the ground 


that she was not engaged in the real estate 
business. 


‘‘Personal”’ and ‘‘Business”’ 
Uses Distinguished 


While this case at first blush would seem 
hard to reconcile with all the other cases 
cited hereinbefore, there is some basis for 
the distinction. Here, the owner actually 
dedicated the properties to her personal indi- 
vidual use, by using them successively as 
her residence, without being able to rent 
them before their sale, while in the other 
cases residential property had been actually 
rented before sale and thus devoted to a 
“business use,” or inherited property had 
remained idle while unsuccessful attempts 
were being made to rent it, and had not 
been used as a residence after its acquisition. 





7™See also Claude P. Noble, 7 TC 9 (October 
14, 1946) [CCH Dec. 15,417]. 
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Logically, we find that this case just as 
easily could have been decided the other 
way. 

The foregoing review of the cases which 
have followed in the wake of the Fackler 
case and which have come to plague the 
Commissioner, establishes the general prop- 
osition that rental real estate is property 
“used in the trade or business of the tax- 
payer” and that the loss therefrom under 
Sections 23 (e) and 117 (j) is deductible in 
full and not subject to the capital loss limi- 
tations. 


These decisions also have apparently ren- 
dered ineffective the Commissioner’s at- 
tempt to amend the Regulations by T.D. 
5217, quoted above, which endeavored, after 
the anendment of Section 117 of the Reve- 
nue Act of 1942,” to treat as a capital asset 
certain real property held for the production 
of income, “but not used in the trade or busi- 
ness of the taxpayer.” ™ 


Treasury Policy 


Of course, this attempt by the Commis- 
sioner was contrary to the settled adminis- 
trative practice of the Treasury Department 
since 1913, which allowed deductions for 
“business expenses” under Section 23 (a) (1) 
and depreciation under Section 23 (1) of the 
Code, and under corresponding sections of 
prior revenue acts, only in the case of rental 
real estate and not in the case of residential 
real estate. Since 1942, depreciation has 


8’ But see Gevirtz v. Commissioner, 123 F. (2d) 
707 [41-2 ustc [9760]; Phipps v. Helvering, 
124 F. (2d) 288 [41-2 ustc ] 9787]; Morgan v. 
Commissioner, 76 F. (2d) 390 [35-1 ustc {} 9243]; 


and Warren Leslie, Sr., 6 TC 488 [CCH Dec. 
15.033]. 


®Page 112. 

1 Section 151. 

"See in this connection an illuminating anal- 
ysis of the possible implications of T. D. 5217 
in a note, ‘‘When is real estate held for the 
production of income used in the trade or busi- 
ness of the taxpayer?’’ in the Harvard Law 
Review for November, 1945, pp. 119-126. 

2 Section 121 (c), Revenue Act of 1942, amend- 
ing Section 23 (1) I. R. C. 


also been allowed in the case of property 
held “for the production of income”; but 
this should not affect the settled policy of 
the Department of allowing these deductions 
to the owner of occasional rental properties 
and treating him as engaged in the trade < or 
business of renting property. 


Consistency of Tax Court 


In Mexico, a civil law country, the com- 
mon law doctrine of stare decisis does not 
prevail; and yet the Supreme Court by 
handing down in succession five decisions 
uniformly ruling the same way, establishes 
“jurisprudence,” which must be followed in 
subsequent cases. Since we have in this 
country a tribunal such as the Tax Court, 
whose members are eminently fitted by train- 
ing and experience to be “learned in the law” 
of taxation, may we not suggest that if the 
Tax Court hands down five (or more) de- 
cisions construing certain language of the 
Code the same way, this “stream of deci- 
sions” should be conclusive on the Com- 
missioner and the taxpayer alike in all future 
cases, in the absence of legislative changes? 


In conclusion, we respectfully submit that 
since the language of T.D. 5217, which we 
have previously quoted,” has been a part of 
the Regulations for nearly four years, and 
since the Commissioner has yet to be sus- 
tained in a single case in his attempt to 
treat rental property as a capital asset, the 
Commissioner should graciously delete this 
contradictory language from Section 29.117-1 
of the Regulations, acquiesce in the second 
issue in the Campbell case“ and desist from 
putting taxpayers to the trouble and expense 
of litigating an issue which seems to have 
been so consistently and so conclusively de- 
cided against him on the basis of the Fackler 
case, and the “stream of decisions” following 
in its wake. 


[The End] 


13 Page 112. 
14 Allowing the loss as an ordinary loss rather 
than as a capital loss. 
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By CHESTER M. EDELMANN 


T HERE are probably at least one thousand 
- income tax decisions and rulings every 
year. Fortunately most of them conform 
to established principles and are therefore 
not of any great importance, except for 
cumulative effect. The purpose of this dis- 
cussion is to review those situations which 
have established new principles or resolved 
existing differences. For purposes of con- 
venience, the cases and rulings are arranged 
in the following order: deductions; inclu- 
sions in income; general income tax matters. 


‘Away From Home’’ Expenses 


The taxpayer was a resident of Jackson, 
Mississippi, but was employed in Mobile, 
Alabama. He was denied a deduction for 
living expenses while in Mobile. The Tax 
Court in a memorandum opinion [CCH Dec. 
14,032 (M)] sustained the Commissioner, 
but was reversed by the Fifth Circuit, 148 
F, (2d) 163 [45-1 ustc 99227]. The Su- 
preme Court again reversed. It stated that 
three conditions must be met before a de- 
duction for traveling expense under Section 
23(a) (1) A will be allowed: (1) the ex- 
pense must be reasonable and necessary; 
(2) the expense must be incurred while 
“away from home”; (3) the expense must 
be incurred in pursuit of business. Whether 
an expenditure meets all three requirements 
is a factual question, and the Tax Court’s 
determination is conclusive. The Supreme 
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Court implied approval of this tribunal’s 
interpretation of “home” as being the princi- 
pal place of business and not the residence 
of the taxpayer. Commissioner v. Flowers, 
326 U. S. 465, January 2, 1946 [46-1 usrtc 
q 9127]. 


Interest or Dividends 


Two cases involving the same question 
and almost the same set of facts were pre- 
sented to the Supreme Court, and it arrived 
at different conclusions. The high court's 
action in both cases was similar in that on 
the basis of the Dobson principle the Tax 
Court was sustained in each instance. 


In the John Kelley Company v. Commis- 
sioner, 326 U. S. 521, January 7, 1946 [46-1 
ustc § 9133], the taxpayer issued in a re- 
organization cumulative income debentures 
having a definite maturity date, bearing 
interest to be paid out of earnings, and 
generally having the attributes of a real 
obligation. Some of these securities were 
issued to outsiders for cash. The Com- 
missioner held that the debentures were in 
the nature of preferred stock and that pay- 
ments thereon were dividends and not in- 
terest, and disallowed the deduction. The 
Tax Court, I TC 457 [CCH Dec. 12,931], 
found that the security was a real obligation 
and sustained the petitioner. The Seventh 
Circuit reversed, 146 F. (2d) 466 [45-1 ustc 
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49117], and the Supreme Court again re- 
versed. 

The Commissioner took the same posi- 
tion in Talbot Mills, where the corporation 
issued, in exchange for most of its common 
stock, registered notes having a maturity 
date but with variable interest rates based 
on profits, and with the interest deferable 
in the discretion of the directors. The Tax 
Court sustained the Commissioner, 3 TC 95 
[CCH Dec. 13,691], and the First Circuit 
afirmed, 146 F. (2d) 809 [45-1 ustc J 9122]. 
The Supreme Court likewise affirmed. Tal- 
bot Mills v. Commissioner, 326 U. S. 521, 
January 7, 1946 [46-1 ustc { 9133]. 


The Tax Court’s conclusion as to whether 
a security is an obligation or represents a 
proprietary interest, is final and binding in 
accordance with the Dobson rule. 


Depletion 


In Kirby Petroleum Company v. Commis- 
sioner, 326 U. S. 599, January 25, 1946 [46-1 
ustc J 9149], the Supreme Court sustained 
the taxpayer in allowing percentage deple- 
tion under the following circumstances. The 
taxpayer was the owner of certain land and 
leased it for exploration and production. It 
reserved a one-sixth oil royalty, and in addi- 
tion it was to receive twenty per cent of the 
net profits from operation. The Commis- 
sioner allowed percentage depletion on the 
royalty but disallowed percentage depletion 
on the amount received as its share of the 
profits. The Tax Court held for the peti- 
tioner, 2 TC 1258 [CCH Dec. 13,651]. The 
Fifth Circuit sustained the Commissioner, 
148 F. (2d) 80 [45-1 ustc J 9203]. The Su- 
preme Court reversed, holding that the pay- 
ments received by the taxpayer as its share 
of the profits were in the nature of rent 
rather than of sale price, and the percentage 
depletion should be allowed with respect 
thereto. 


In Burton-Sutton Oil Company Inc. v. Com- 
misioner, 66 S. Ct. 861, April 22, 1946 [46-1 
ustc [9243], the question decided was 
whether the taxpayer was entitled to deduct 
as expense payments, made under contract, 
of fifty per cent of the net proceeds of oper- 
ating certain oil and gas property, or 
whether such payments were capital expen- 
ditures to be recovered through depletion 
allowances. The Commissioner disallowed 
the payments and was sustained by the Tax 
Court, 3 TC 1187 [CCH Dec. 14,064], which 
decision was affirmed by the Fifth Circuit, 
150 F. (2d) 621 [45-2 ustc 79359]. The 
Supreme Court reversed, sustaining the po- 


1946 Decisions and Rulings 


sition of the taxpayer. WHelvering v. Elbe 
Oil Land Development Company, 303 U. S. 
372 [38-1 ustc 7 9155], was held not appli- 
cable since in that situation the lease in- 
volved an absolute sale of the property while 
in the instant proceeding the taxpayer re- 
tained an economic interest in the oil. 


Interest on Reorganization Bonds 


Even though bonds issued under a plan of 
recapitalization may have been held to be a 
taxable distribution, interest on the bonds 
is deductible by the corporation if in fact the 
security is an obligation. Adolph Mayer Cleve- 
land Realty Corporation, 6 TC 730 [CCH Dec. 
15,079]; Andersen Corporation, 5 TCM —, 
May 23, 1946 [CCH Dec. 15,187(M)]; 250 
Hudson Street Corporation, 5 TCM —, Au- 
gust 9, 1946 [CCH Dec. 15,346(M)]. 


Deductibility of Interest and Taxes 
Unlikely To Be Paid 


Despite the Eighth Circuit Court’s deci- 
sion to the contrary, Zimmerman Steel Com- 
pany v. Commissioner, 130 F. (2d) 1011 [42-2 
ustc J 9697], the Tax Court persists in its 
position that interest and taxes, even on the 
accrual basis, are not deductible if there is 
no reasonable prospect of their ever being 
paid. Brainerd,7 TC —, No. 139 [CCH Dec. 
15,481]. 


The Commissioner did not disallow the 
deductions on the above theory, but the Tax 
Court said it was not fatal since it is con- 
cerned only with the fact of a deficiency 
and not the reasons for the deficiency. 


Deduction for Rent 


Unlike salaries, rent does not have to be 
reasonable in amount to constitute an al- 
lowable deduction. All that is required is 
that the parties deal at arm’s length and 
that the payment is in fact rent. Imerman, 
7 TC —, No. 121 [CCH Dec. 15,429]. 


Where, however, the rental payment was 
obviously excessive at the time of making 
the lease, the payment was reduced to a 
reasonable amount and the balance was 
treated as a dividend. Limericks, Inc., 7 


TC —, No. 132 [CCH Dec. 15,466]. 


Net Operating Loss Deduction 


The net operating loss deduction is avail- 
able even to a liquidating corporation. 
Acampo Winery & Distilleries, 7 TC —, No. 
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75 [CCH Dec. 15,345]. 
won a victory on the issue as to whether 
sale of its assets was made by the corpora- 
tion or its stockholders. 


The taxpayer also 


- Farm Development Expense 


Mimeograph 6030, issued June 20, 1946, 
relates to the deduction for amounts ex- 
pended in the development of a farm, or- 
chard, or ranch. This ruling was issued to 
correct the false impression that develop- 
ment expenses paid or incurred prior to the 
productive stage may be deducted currently 
regardless of the nature of the expenditure. 
The mimeograph lists those items which 
must be capitalized and the ones which may 
be either currently deducted or capitalized. 
It is effective for years beginning after June 
30, 1946, and revokes I. T. 1610. 


New York Franchise Tax Rate 


I. T. 3813 requires a corporation which 
accrued New York franchise tax at the six 
per cent rate for years ended after June 30, 
1945, to file an amended return giving effect 
to the reduction in rate to 4% per cent, This 
ruling is of doubtful validity. Where the 
last day for filing a federal return preceded 
the date of enactment of the reduced fran- 
chise tax rate, March 12, 1946, the full six 
per cent deduction should be allowed. See 
Van Norman v. Welch, 114 F. (2d) 99 [44-1 
usTc J 9231], for the effective date of retro- 
active legislation increasing the tax rate. 
There are some who insist even that the six 
per cent rate is deductible for all taxable 


years ending on or prior to February 28, 
1946. 


Declining Balance Depreciation 


For the first time the Bureau has taken 
official cognizance of this method of com- 
puting depreciation. Because of the fact 
that the declining balance theory usually re- 
sults in extremely high depreciation in the 
early years, the Bureau in a special ruling 
to the Housing Expediter stated it would 
recognize this method provided it did not 
increase the straight-line rate by more than 
fifty per cent. I. T. 3818 makes this rule 
applicable to all taxpayers, subject to the 
Commissioner’s consent to obtaining the 
change. 


Federal Tax Deficiencies 


A special ruling states that Form 870 is 
an agreement within the scope of G. C. M. 
9575 and interest may be accrued in the year 
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when the agreement is signed. In view of 
the elimination of excess profits taxes in 
1946, accrual basis taxpayers which signed 
Form 870 in 1945 but which did not pay the 
interest until 1946 should claim the deduc- 
tion in 1945. 


Federal Stamp Tax Deduction 


In I. T. 3806 the Bureau held that federal 
stamp taxes are offsets against the selling 
price and are not deductible as expense. 
However, since many persons relied upon 
the Bureau’s former position in preparing 
their 1944 and 1945 returns, Mimeograph 
6083, published December 6, 1946, states 
that the old rule will be effective for years 
ending prior to July 1, 1946. 


Transactions 
Between Related Taxpayers 


Section 24 (b) does not recognize losses, 
even bona fide ones, resulting from transac- 
tions between certain related taxpayers. The 
answer to one of the many situations arising 
under this provision has recently been given 
in the following circumstances. In Morris 
Investment Corporation v. Commissioner, 
CCA-3, July 25, 1946 [46-2 ustc J 9336], the 
taxpayer sold securities to its controlling 
stockholder at market values resulting in a 
nominal net loss. The Commissioner disre- 
garded the losses and taxed all the gains, 
The Tax Court, 3 TC 583 [CCH Dec. 
14,701], sustained him and the Third Circuit 
affirmed. The Supreme Court denied cer- 
tiorari on December 9, 1946. The policy of 
ignoring losses may be carried to even 
greater extremes. Suppose a sale involved 
one hundred shares of a certain security, 
represented by four different certificates 
with different costs. It is very likely that 
in this situation, even as to the same secur- 
ity, the Commissioner might eliminate those 
certificates resulting in loss and recognize 
only those representing gain. 


The above section disallows losses when 
made indirectly between the related parties. 
What does “indirectly” mean? Two Cir- 
cuit Courts have ruled that where one 
spouse sells securities on an exchange and 
the other spouse buys identical securities 
on the same exchange, the resulting loss is 
indirect and not allowable. Kohn v. Com- 
missioner, CCA-4, November 13, 1946 [46-2 
ustc J 9393]; Commissioner v. John P. Mc- 
Williams, CCA-6, December 2, 1946 [46-2 
ustc § 9404], reversing 5 TC 623 [CCH 
Dec. 14,713]. These decisions are contrary 
to the Second Circuit, Commissioner v. Ick- 
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elheimer, 132 F. (2d) 660 [43-1 ustc J 9231], 
and it is therefore certain that the Supreme 
Court will shortly resolve this problem. 
The question as to whether or not a sale is 
“indirect” appears to be more factual than 
legal; consequently, it is likely that the 
above cases will be reversed on appeal. 
Another conflict has arisen between the 
Fifth and Sixth Circuits as to the meaning 
of the word “paid” in connection with Sec- 
tion 24 (c). In Eugene Ashe Electric Com- 
pany v. Commissioner, 153 F. (2d) 295 
CCA-5, February 12, 1946 [46-1 usTc 
79164], the court held that “paid” means 
paid and the giving of a note in this case 
was not a substitute. The Tax Court 
memorandum opinion [CCH Dec. 14,097(M)] 
was afirmed. The Tax Court in another 
memorandum decision, N. G. Basevi, May 
29, 1946 [CCH Dec. 15,212(M)], ruled that 
the payment of accrued salary in notes was 
real payment. However, shortly thereafter 
the opposite conclusion was reached in Mil- 
ler, 7 TC —, No. 89 [CCH Dec. 15,377], 
the Sixth Circuit’s opinion in Muselman Hub- 
Brake Company v. Commissioner, 139 F. (2d) 
65 [43-2 ustc J 9666], to the contrary not- 
withstanding. This is another situation that 
calls for clarification by the Supreme Court. 


Embezzled Funds 


That a person does not realize any taxable 
income by being an embezzler, is the Su- 
preme Court’s holding in Commissioner v. 
Wilcox, 66 S. Ct. 546, February 25, 1946 
[46-1 ustc [9188]. The Tax Court in a 
memorandum opinion [CCH Dec. 14,107(M) ] 
held the employee liable for income tax on 
the funds stolen from his employer. The 
Ninth Circuit disagreed, 148 F. (2d) 933 
[45-1 ustc J 9264], and the Supreme Court 
afirmed the reversal. It charged the Tax 
Court with a clear-cut mistake of law, which 
the Circuit Court was free to correct. 


Timefor Inclusion of Dividends 


Even on the accrual basis it is now set- 
tled that dividends are income only in the 
year they are actually received, even though 
declared in a prior year. Commissioner v. 
American Light & Traction Company, CCA-7, 
July 3, 1946 [46-2 ustc J 9312], affirming 3 
TC 1048 [CCH Dec. 14,004]. The Com- 
missioner has acquiesced, and the issue is 
now closed. 


Insurance Received in Installments 


Following Law v. Collector, 155 F. (2d) 
13, CCA-3, March 29, 1946 [46-1 vusTc 
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{ 9224], the Treasury gave up its long and 
unsuccessful effort to tax as income the in- 
terest element included in life insurance re- 
ceived in installments. T. D. 5515, released 
May 16, 1946, now holds that whether the 
option to receive the proceeds in install- 
ments is exercised by the insured or by the 
beneficiary, no part of the installment is 
taxable. 


Sale of Interest in Estate 


Reversing the Tax Court, 5 TC 714 [CCH 
Dec. 14,745], the Second Circuit, in McAl- 
lister v. Commissioner, August 6, 1946 [46-2 
ustc { 9337], held that the surrender by a 
life beneficiary of her interest in the estate 
to the remainderman for cash, is a capital 
transaction. It was so held likewise in Al- 
len, Collector v. First National Bank & Trust 
Company’ in Macon, Georgia, CCA-5, Octo- 
ber 25, 1946 [46-2 ustc ] 9367]. 


Citizens Employed Abroad 


For 1941 and later years earned income 
is exempt only when the taxpayer is a bona 
fide resident of the foreign country. This 
is a matter of intention, In Johnson, 7 TC 
—, No. 122 [CCH Dec. 15,430], and 
Downs, 7 TC —, No. 123 [CCH Dec. 15,431], 
the Commissioner’s disallowance of the ex- 
emption was approved. 


Stock Options 


Following the Commissioner’s victory in 
Smith, 324 U. S. 177 [45-1 ustc 7 9187], 
T. D. 5507 and I. T. 3795 were issued on 
April 12, 1946. The T. D. applies to all 
property acquired by an employee from his 
employer while the I. T, refers only to 
stock options. The prior regulations taxed 
the employee only if the difference between 
the purchase price and the fair market value 
was substantial, and then only to the extent 
that the option was given for services ren- 
dered or to be rendered. The present T. D. 
has no such qualification, and any increase is 
held to be taxable irrespective of the nature 
of the option. This seems to be an unwar- 
ranted extension of the Smith case since in 
that decision the Tax Court found that the 
option was granted as part of the compensa- 
tion agreement. 


It is encouraging to note that before this 
T. D. was released, the Tax Court, in a 
memorandum opinion, Lamond, January 31, 
1946 [CCH Dec. 14,972(M)], held that the 
increase in value was not taxable because it 
found as a matter of fact that the option 
was not intended to be compensation. 
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If the option was granted prior to Feb- 
ruary 26, 1945, the date of the Smith case, 
the old regulations will prevail, while the 
new T. D. is effective as to all options 
granted after that date. 

I. T. 3795 states that income is the in- 
crease in value from option price to market 
price at the time of exercise of the option, 
and that it is ordinary income. The value 
of the stock when the option is granted is 
immaterial, If the option is transferred, 
the employee realizes ordinary income to 
the extent that the market value at date of 
transfer exceeds the option price. 


The amount taxable to the employee be- 
comes a compensation deduction for the 
employer subject to the rule of reasonable- 
ness. 


Governmental Pension 


The wife of a deceased fireman was held 
taxable on a pension she received from the 
City of Atlanta, Georgia. Construing Sec- 
tion 29.22(a)-2 of Regulations 111, the court 
said that it is not necessary that the re- 
cipient render services to the payor. So 
long as services were rendered to the payor 
by the deceased, the recipient is taxable. 
Varnedoe v. Allen, Collector, CCA-5, Novem- 
ber 22, 1946 [46-2 ustc J 9395]. 


Cancellation of Indebtedness 


The taxpayer purchased from 1937 to 
1940, at a discount in the open market, cer- 
tificates of indebtedness issued by a trustee 
to bondholders of its predecessor, and can- 
celed them in 1940. The Sixth Circuit agreed 
with a Tax Court memorandum opinion 
{CCH Dec. 14,544(M)] that the gain was 
taxable, but found that it was realized in 
the year of purchase and not in the year of 
cancellation or retirement. The Tax Court, 
which held all the gain was taxable in the 
year of retirement, was reversed. Central 
Paper Company, Inc. v. Commissioner, CCA-6, 
December 2, 1946 [46-2 ustc J 9403]. 


income Received and Repaid 


Cash dividends received by parent com- 
pany, although in violation of an indenture 
of the subsidiary, were held taxable in the 
year received even though the amounts were 
repaid in a subsequent year. The payment 
of the dividend was legal, except that it was 
a breach of a private contract not to pay 
dividends in cash. St. Regis Paper Company 
v. Higgins, CCA-2, November 8, 1946 [46-2 
ustc J 9383]. 
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In Soreng v. Commissioner, CCA-7, No- 
vember 30, 1946 [46-2 ustc 9400], affirm. 
ing 4 TC 870 [CCH Dec. 14,420], the taxpayer 
received cash dividends and immediately re. 
paid them to the corporation in accordance 
with a prior financial agreement with a 
creditor. The dividend was legal and, de- 
spite its immediate repayment, was held 
taxable. 


The Commissioner disallowed about a third 
of the salaries taxpayers drew from their 
corporation. The additional tax resulted in 
a deficit for the corporation, and the offi- 
cers repaid amounts sufficient to wipe out 
the deficit. The officers thereupon filed 
amended returns for the prior years re- 
ducing their compensation by the amounts 
repaid. In a memorandum opinion [CCH 
Dec. 14,929(M)] the Tax Court sustained 
the Commissioner. The Circuit Court af- 
firmed. Fleischer v. Commissioner, CCA-8, 
December 5, 1946 [47-1 ustc { 9102]. 


Sale of Depreciable Property 
Over Ceiling Prices 


Here is another instance where the power 
to tax is used for reform and not for reve- 
nue. In a very dubious ruling, I. T. 3811, 
the Bureau stated that where depreciable 
property is sold in excess of ceiling prices, 
the amount of gain represented by the ex- 
cess is not subject to the benefit of Sec- 
tion 117(j). 


Family Partnerships 


Again on the basis of Dobson, the Su- 
preme Court sustained the Tax Court’s de- 
cisions in two leading cases that a bona fide 
partnership did not exist. Once again, one 
Circuit was reversed and another was up- 
held. The situation in Lusthaus v. Commis- 
sioner, 66 S. Ct. 539, February 25, 1946 [46-1 
ustc § 9190], was as follows. Lusthaus 
formed a partnership with his wife by mak- 
ing a gift to her to enable her to buy a 
share of his retail business. The balance 
of the purchase price was represented by 
her notes to be paid out of her share of the 
partnership profits. The wife rendered no 
services and the husband exercised full con- 
trol over the business. The Tax Court, 3 
TC 540 [CCH Dec. 13,823], agreed with 
the Commissioner that no real partnership 
existed for federal income tax purposes. 
The Third Circuit approved, 149 F. (2d) 232 


[45-1 ustc J 9261], and the Supreme Court 
again affirmed. 
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In Commissioner v. Tower, 66 S. Ct. 532, 
February 25, 1946 [46-1 ustc 9189], the 
taxpayer owned stock in a corporation, part 
of which he gave to his wife on condition 
that upon liquidation of the corporation she 
would transfer her share of the assets to a 
new partnership to be formed by them. The 
wife rendered no services. Even though the 
partnership was valid under state law, the 
Tax Court, 3 TC 396 [CCH Dec. 13,792], 
refused to recognize it. The Sixth Circuit 
was of a different opinion and reversed, 148 
F, (2d) 388 [45-1 ustc 79246]. The high 
court again reversed. In doing so, it sig- 
nificantly pointed out what type of family 
partnership it would recognize under the 
Code. It said, “. . . if she either invests 
capital originating with her, or substantially 
contributes to the control or management of 
the business or otherwise performs vital ad- 
ditional services, or does all of these things, 
she may be a partner as contemplated by 
26 USC.” 


It is interesting to note that the criteria 
thus laid down in this decision are all mat- 
ters of fact so that for practical purposes 
it may be said that the development of 
family partnership law will be entirely the 
job of the Tax Court. This court has con- 
sidered dozens of such cases this year, and 
a definite pattern is unfolding. However, 
we may look forward to further clarifica- 
tions in this field as new factual situations 
are presented. 


Recoupment 


The Supreme Court in previous decisions 
allowed the offset of a barred refund against 
a deficiency resulting from the same issue. 
However, in Rothensies v. Electric Storage 
Battery Company, S. Ct. No. 48, December 
16, 1946 [47-1 ustc J 9106], the Court stated 
that this doctrine will not be extended to 
embrace the instant situation where it was 
requested to permit an offset of 1919-1922 
excise taxes, barred for sixteen years, against 
a 1935 income tax deficiency occasioned by 
the inclusion income of refunds of similar 
excise taxes for the years 1922 to 1926. The 
Third Circuit, 151 F. (2d) 521 [45-1 uste 
{ 9456] was reversed. 


Basis of Property 
Subject to Unassumed Mortgage 
Commissioner v. Crane, 153 F. (2d) 504, 


CCA-2, December 28, 1945 [46-1 ustc J 9123], 
presents one of the most interesting and 


commonplace situations. The taxpayer in- 
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herited property subject to a mortgage of 
equal value, which she did not assume. Her 
equity was zero. She took and was allowed 
depreciation on the building for several years 
and then sold her equity for a nominal con- 
sideration. The Tax Court, 3 TC 585 [CCH 
Dec. 13,847], held that her profit was the 
cash received without adjustment for prior 
depreciation since her basis was zero and 
depreciation could not reduce the basis be- 
low zero. The Circuit Court reversed, hold- 
ing that the mortgage whether or not as- 
sumed, is part of the vasis, and that when 
the property is sold the mortgage is part 
of the selling price. Depreciation previ- 
ously allowed or allowable reduces the basis. 
The case is now before the Supreme Court, 


certiorari having been granted on April 29, 
1946. 


Recapitalizations, Distributions 


The Third Circuit has affirmed two im- 
portant decisions of the Tax Court on the 
authority of Dobson. Both involved the issu- 
ance of debenture bonds and common stock for 
common stock where earned surplus exceeded 
the value of the bonds issued. The Tax Court. 
in Bazley, 4 TC 897 [CCH Dec. 14,423], and 
Adams, 5 TC 351 [CCH Dec. 14,631], found 
that there was no corporate business pur- 
pose in these recapitalizations and accord- 
ingly held that the value of the bonds was 
a taxable distribution to the stockholders. 
Bazley v. Commissioner, 155 F. (2d) 237, 
CCA-3, April 16, 1946 [46-1 ustc § 9237], 
and Adams v. Commissioner, 155 F. (2d) 246, 
CCA-3, April 16, 1946 [46-1 ustc J 9238]. 
Certiorari was granted by the Supreme Court 
on October 14, 1946. 


On the same day this court again ruled 
in favor of the government and held that 
since the recapitalization had a business 
purpose, the transaction was a nontaxable 
distribution and no dividends-paid credit 
was allowable. In Okonite Company v. Com- 
missioner, 155 F, (2d) 248, CCA-3, April 18, 
1946 [46-1 ustc J 9241], the taxpayer issued © 
new preferred stock for old preferred stock 
and accumulated dividends. The Tax Court, 
4 TC 618 [CCH Dec. 14,344], held the re- 
capitalization was a nontaxable reorganiza- 
tion. The Supreme Court denied certiorari 
on October 28, 1946, and rehearing was 
denied November 25, 1946. 

Even where business purpose exists,. a 
recapitalization can be taxable. in the opin- 
ion of one District Court. This was the 
situation. The taxpayer was a stockholder 
in a bank whose capital was too large for 
its volume of business. The Comptroller 
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of the Currency consented to a fifty per cent 
reduction in the capital of the bank. This 
was effected by reducing the par value from 
$100 to $50 per share, and distributing $50 
to each stockholder. There existed earned 
surplus in excess of the amount of the dis- 
tribution. The court held that the payment 
was a taxable dividend to the stockholders. 
Dunton v. Collector, DC, Me., September 27, 
1946 [46-2 ustc J 9354]. It said that busi- 
ness purpose was no defense and could not 
overcome the presumption that Section 115(g) 
is applicable even though there was no in- 
tention to declare a dividend. It further 
held that even if the distribution is claimed 
as a recapitalization under Section 112, it 
is still taxable on the authority of Commis- 
sioner v. Bedford Estate, 325 U. S. 283 [45-1 
ustc J 9311]. 


The Dobson doctrine that “whatever lati- 
tude exists in resolving questions such as 
those of proper accounting, treating a series 
of transactions as one for tax purposes, or 
treating apparently separate ones as single 
in their tax consequences, exists in the Tax 
Court and not in the regular courts,” was 
aptly illustrated in Spirella Company, Inc. v. 
Commissioner, 155 F. (2d) 908, CCA-2, June 
1, 1946 [46-1 ustc 9300], affirming 5 TC 
876 [CCH Dec. 14,775]. The taxpayer owned 
780 of 1,000 shares of its subsidiary, most 
of whose capital was dissipated through 
losses. It recapitalized the subsidiary by 
reducing the capital stock from no par to 
$10 par value. Two days later it sold to the 
subsidiary half of its new stock at $10 per 
share, which stock was retired and can- 
celed. The taxpayer claimed a loss on the 
390 shares so sold. The Commissioner dis- 
allowed it, and the Tax Court sustained 
him. It held that the two separate trans- 
actions were one in their effect; that it came 
within Section 112 (g) and the loss was 
forbidden by Section 112 (e). 


An interesting development of the Dobson 
rule was exemplified in two cases involving 
distributions to stockholders, both decided 
by the Second Circuit. In Kirschenbaum v. 
Commissioner, 155 F. (2d) 23, April 8, 
1946 [46-1 ustc J 9231], the taxpayers, sole 
stockholders, sold part of their common 
stock to the corporation, to be held by it 
as treasury stock subject to resale. The 
Tax Court, ina memorandum opinion [CCH 
Dec. 14,472(M)], held that the payment was 
a taxable dividend under Section 115 (g). 
The Second Circuit reluctantly affirmed on 
the basis of Dobson. However, it signifi- 
cantly pointed out that had the case come 
to it from the District Court, its decision 


would have been different as it would haye 
reaffirmed its holding in Alpers v. Commis. 
stoner, 126 F. (2d) 58 [42-1 uste { 9297], 

In Brooklyn National Corporation the Tax 
Court, 5 TC 892 [CCH Dec. 14,780], held 
that the petitioner was not entitled to a 
dividends-paid credit for distribution of 
earnings as a personal holding company jn 
liquidation. In affirming this decision on 
July 2, 1946 [46-2 ustc J 9309], the Second 
Circuit court stated that it had no choice 
but to follow the Tax Court, and that it 
still was of the opinion that its decision in 
Pembroke Realty & Securities Corporation v, 
Commissioner, 122 F. (2d) 252 [41-2 ustc 
{ 9633], was good law and would be fol- 
lowed in all cases not originating with the 
Tax Court. 


The Supreme Court, on October 14, 1946, 
denied certiorari in both the Kirschenbaum 
and Brooklyn National cases. No doubt simi- 
lar issues will again come before the Circuit 
Courts by way of the District Courts, and 
it will be interesting to note what the Su- 
preme Court will do in such circumstances, 


Earnings and Profits 
Available for Distribution 


Munter v. Commissioner, CCA-3, August 7, 
1946 [46-2 ustc J 9345], represents a note- 
worthy departure from Sansome, 60 F. (2d) 
931 [3 ustc $978]. Under a plan of re- 
organization the assets of two corporations 
were acquired for cash and less than fifty 
per cent of the common stock of the new 
corporation. More than fifty per cent of the 
new company’s stock was sold for cash to 
others. The question presented here was 
whether the earnings and profits of the two 
corporations so acquired were available for 
distribution as taxable dividends to the 
stockholders of the new corporation. The 
Tax Court, 5 TC 108 [CCH Dec. 14,564], 
following Sansome, said yes. The Third 
Circuit disagreed. It held that the Sansome 
rationale is to be applied only where there 
is a continuity of interest. In this case dif- 
ferent interests acquired for cash more than 
fifty per cent of the stock of the new comrany 
and the continuity was broken. Campbell v. 
U. S., 144 F. (2d) 177 [44-2 ustc J 9438], 
was followed. The government’s petition 


for certiorari was granted on December 16, 
1946. 


Sale by Corporation 
or Stockholders 


Following Court Holding Company, 324 
U. S. 331 [45-1 ustc J 9215], there have been 
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several interesting decisions, the most no- 
table of which is Fairfield Steamship Corpor- 
ation v. Commissioner, CCA-2, June 21, 1946 
[46-2 ustc [9322], addendum opinion 
August 9, 1946. The taxpayer owned a 
ship, its principal asset. Its parent com- 
pany’s stockholders decided to liquidate the 
parent and subsidiary, and prior to the 
liquidation of the subsidiary the stockhold- 
ers of the parent made satisfactory arrange- 
ments for the sale of the ship. The taxpayer 
was liquidated, and a week later the parent 
made a formal contract for the sale of the 
ship. The taxpayer transferred the rest of 
its property to the parent three months 
later. The Commissioner held that since 
the arrangements for the sale of the ship 
were made prior to liquidation, the profit 
on the sale was taxable to Fairfield. The 
Tax Court approved, 5 TC 566 [CCH Dec. 
14,699]. 


The Second Circuit agreed with the re- 
sult but not with the reasoning by which 
it was arrived at. The taxpayer maintained 
that the liquidation was one within the 
scope of Section 112 (b) (6), and that it 
realized no gain on the transaction. The 
court, however, introduced a new concept 
in the application of this section when it 
stated that the non-recognition of gain or 
loss under this section presupposed a con- 
tinuance of the operation or ownership of 
the property received by the parent. In the 
instant case, a sale of the property and ces- 
sation of operation was intended, and the 
court felt that under such circumstances 
Section 112 (b) (6) should not apply. In 
an addendum, which made the confusion 
even more confusing, the court further stated 
that the parent company received the prop- 
erty as trustees in dissolution and that any 
sale made by the parent or the parent’s 
stockholders was to be treated as if made 
for the benefit of the taxpayer. 


The Supreme Court denied certiorari on 
November 12, 1946. It is to be hoped that it 
was denied because of Dobson rather than 


the new theory espoused by the Second 
Circuit. 


In Borall Corporation, TC memo. op., Oc- 
tober 30, 1946 [CCH Dec. 15,460(M)], the 
corporation declared a dividend payable in 
either cash or equivalent stock of another 
corporation. For those stockholders who 
preferred cash, the taxpayer sold the stock 
of the other corporation and paid the pro- 
ceeds to them. The Commissioner held that 
the corporation was taxable on the gain de- 
rived from the sale of the stock and that 
the stock was not sold as trustee or agent 
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on behalf of the stockholders. 
missioner was upheld. 


Two other important cases involving this 
issue are Howell Turpentine Company, 6 TC 
364 [CCH Dec. 15,016], in which the Com- 
missioner was again sustained, and Acampo 
Winery & Distilleries, Inc., 7 TC —, No. 75 
[CCH Dec. 15,345], in which the petitioner 
was upheld. The Howell decision contains 


an interesting analysis of previously decided 
cases. 


The Com- 


Time for Filing Refund Claims 


Many taxpayers are under the impression 
that income tax refund claims can be 
brought only under Section 322. However, 
in Liberty Glass Company v. Jones, Collector, 
66 F.. Supp. 254, DC Okla., April 3, 1946 
[46-1 ustc 9264], the taxpayer filed claim 
for refund of income tax after three years 
of filing but within four years of payment. 
The court allowed the refund under Section 
3313 of the Code on the theory that the 
claim was based not on mere overpayment 
but on illegality, and therefore came within 
the scope of this section. To the same ef- 
fect, Noble v. Kavanaugh, 66 F. Supp. 258, 
DC Mich., May 14, 1946 [46-1 ustc { 9284]. 


Section 102 


Probably no provision of the Code has 
caused as much discussion this year as the 


tax on improperly accumulated surplus. 
Recently this has been intensified by the in- 
clusion of the seventy per cent question on 
the 1946 returns. That even listed corpora- 
tions with many stockholders may run afoul 
of the law in this respect, was demonstrated 
in Trico Products Corporation v. McGowan, 
DC N. Y., July 3, 1946 [46-2 ustc J 9338]. 
This, of course, does not mean that all listed 
companies are vulnerable. However, in an- 
other District Court suit, the taxpayer fared 
better and was allowed a recovery of a de- 
ficiency paid under this section. J. E. Mabee 
v. Jones, Collector, DC Okla., December 31, 
1945 [46-1 ustc J 9146]. 

In a memorandum opinion, Southland In- 
dustries, Inc., October 31, 1946 [CCH Dec. 
15,467(M)], the Tax Court sustained the 
Commissioner where it was shown that the 
taxpayer loaned its surplus cash to other 
enterprises controlled by its sole stock- 
holder. 


Improperly Signed Returns 


It is surprising that many taxpayers have 
disregarded Section 52 of the Code, which 
provides how corporate returns must be 
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signed. Failure to comply strictly with this 
section may have several unfortunate re- 
sults. In the first place, an improperly 
signed return is no return at all, and the 
statute of limitations may not be a good 
defense to an additional assessment. In the 
second place, the right to make elections 
may be forfeited. An example of the latter 
is to be found in Burford Oil Company v. 
Commissioner, 153 F. (2d) 745, CCA-5, 
February 21, 1946 [46-1 ustc J 9185], affirm- 
ing 4 TC 613 [CCH Dec. 14,337]. 


Purchase of Stock or Assets 


Ordinarily, where a corporation owns 
stock of a subsidiary and liquidates it under 
Section 112 (b) (6), the basis of the assets 
so acquired is carried over from the sub- 
sidiary to the parent, irrespective of the cost 
basis of the stock in the hands of the parent. 


A well-justified exception to this was 
made by the Tax Court in Koppers Coal 
Company, 6 TC 1209 [CCH Dec. 15,179], 
under the following circumstances. The 
taxpayer desired to acquire certain prop- 
erty but the seller would sell only the stock 
of the corporation which owned such prop- 
erty. Accordingly, the taxpayer purchased 
the stock and then proceeded to liquidate 
the corporation in order to secure the de- 
sired assets. The Tax Court held that the 
cost of the stock could be allocated over all 
the assets received in liquidation, and that 
the former basis of said property, a substan- 
tially smaller amount, could be disregarded. 


General Partnerships 


Withdrawal of one partner does not 
change basis of assets to remaining part- 
ners. Ford, 6 TC 499 [CCH Dec. 15,034]. 


The Commissioner acquiesces. 


Death of a partner does not terminate 
the partnership and does not terminate its 
current taxable year. Walsh, 7 TC 205 [CCH 
Dec. 15,237]. The Commissioner likewise 
acquiesces. 


The sale of a partnership interest is a 
capital transaction. The holding period dates 
from the time the interest was acquired and 
not when the underlying assets were acquired 
by the partnership. Lehman, 7 TC —, No. 
128 [CCH Dec. 15,457]. 

Where the partnership agreement pro- 
vided for its continuance for one year after 
the death of a partner, the partnership con- 








tinues for federal income tax purposes. The 
Commissioner contended that the death of 
a partner terminated the partnership and 
the partnership taxable year, and that the 
remaining partners constituted a new part- 
nership. He was upheld, 4 TC 1001 [CCH 
Dec. 14,453]. The Circuit Court reversed. 
Estate of Hunt Henderson v. Commissioner. 
CCA-5, May 8, 1946 [46-1 ustc J 9258]. 


Real Estate Loss 


The Commissioner has been beaten in 
every attempt to limit the loss on the sale 
of rented real estate not operated as a busi- 
ness, as a capital loss. The Tax Court con- 
sistently has sustained the deduction as an 
ordinary loss even where only one piece of 
property was involved and where the owner 
was engaged in some other business or 
profession. The leading cases this year are 
Goldsmith, TC memo. op., May 29, 1946 [CCH 
Dec. 15,209(M)]; Thomas, TC memo. op.. 
September 17, 1946 [CCH Dec. 15,392(M)]; 
McKean, 6 TC 757 [CCH Dec. 15,083]; 
Hazard, 7 TC —, No. 44 [CCH Dec. 15,273}. 


Clifford Trust Regulations 


As a result of its victory in Helvering 
v. Clifford, 309 U. S. 331 [40-1 ustc ¥ 9265], 
the Treasury issued T. D. 5488 on December 
29, 1945. This set forth three basic factors 
which make the income of a trust taxable 
to the grantor. 


1. Reversion of trust property or income 
to the grantor after a relatively short period 


2. Beneficial enjoyment of the income on 
corpus subject to power of disposition ex- 
ercisable by the grantor. 


3. Corpus or income subject to adminis- 
trative control for benefit of the grantor. 


Mimeograph 6071 gives grantors the right to 
relinquish control prior to January 1, 1947; 
and if on the last day of the taxable year the 
income is not taxable to the grantor under 
principles of T. D. 5488, the grantor will 
not be taxed for any part of 1946. 


On December 26, 1946, the Commissioner 
announced that the Bureau contemplates 
another revision of its Clifford regulations 
which will be applicable to 1946 and future 
years. For those interested in trusts, all of 
the above is must reading. 


[The End] 


ri 
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Stockholder Advances 


to Corporations... 


... Are They Loans 





or Capital (Oreystactoeisleyetre 





By ARNOLD LEVY and JEROME H. SIMONDS 


Mr. Levy, a member of the New York and District of Columbia bars, was formerly 

General Counsel of the Bituminous Coal Division of the Department of Interior. 

Mr. Simonds, formerly an attorney with the Departments of Interior and Justice, 

is a member of the Illinois and District of Columbia bars and associated with 
Mr. Levy in private practice in Washington, D. C. 


OR A VARIETY of reasons, stock- 

holders frequently make loans to corpo- 
rations in which they hold stock. It is 
important, therefore, to examine the tax 
consequences of such stockholder loans in 
situations where the advances ultimately 
become worthless. 


Where stockholder advances are in fact 
loans, as distinguished from contributions 
to capital, bad debt deductions may be taken 
when worthlessness occurs. Where, how- 
ever, such advances are in fact additional 
‘ontributions to capital, they are held to be 
part of the cost of the stock. As such, they 
ire subject to the capital loss provisions 
f the Code when the stock is sold or be- 
‘omes worthless. 


Where stockholders claim bad debt de- 
luctions for such advances, their claims are 
subjected to close scrutiny. All the sur- 





‘Section 23 (k) of the Code provides that in 
computing net income there shall be allowed 
is deductions’’ debts ‘‘which become worthless 
in the taxable year.’’ If the debts are evidenced 
by “‘securities,’’ the Code provides that any loss 
from worthlessness is treated as a long-term or 
short-tarym capital loss, dependent upon the 
length of time the securities are held. (Section 
23 (k).) ‘‘Securities’’ are defined as ‘‘bonds, 
debentures, notes, or certificates, or other evi- 
lences of indebtedness, issued by any corpora- 
tion . . . with interest coupons or in registered 
form.’’ (Section 23 (k) (3).) 

*Under the rule of the Dobson case (320 
U. S. 489 [44-1 ustc J 9108]), the Tax Court’s 
finding on the question of whether an advance 
by a stockholder to its corporation constitutes 
a loa ora capital contribution, is final for all 
pracucal purposes. See, e. g., Cohen v. Com- 
missioner, 148 F. (2d) 336 [45-1 ustc { 9240]. 


Stockholder Advances to Corporations 


rounding facts and circumstances are taken 
into account in determining whether there 
is a valid debt arising out of an actual 
debtor-creditor relationship.’ 


Taxpayer's Intent 


In making this determination, the courts 
look primarily to the intent of the taxpayer.* 
However, they will not permit the taxpayer 
“to close his eyes to the obvious” (Avery vw. 
Commissioner, 22 F. (2d) 6,7 [1 ustc J 254]) ; 
as a consequence, his intent is examined by 
them in light of (1) what “a reasonably 
prudent person, under similar circumstances” 
might have intended “at the time when the 
advances were made” (Ellen Scovill, 36 BTA 
1214, 1221 [CCH Dec. 9841]; reversed on 
a different point sub nom Moore v. Commis- 
sioner, 101 F. (2d) 704 [39-1 ustc ] 9294]), 
and (2) the surrounding circumstances under 
which the advances were made.’ 





3 Edward Katzinger Company, 44 BTA 533, 
536 [CCH Dec. 11,823], aff’d 129 F. (2d) 74 [42-2 
ustc { 9592]; Daniel Gimbel, 36 BTA 539 [CCH 
Dec. 9754]; Louis Rosenberg, 5 TCM —, March 
4, 1946 [CCH Dec. 15,042 (M)]. 

4As the Tax Court said in Daniel Gimbel, 
supra, at 542: 

“There is no general] rule that a payment by 
a shareholder to his corporation . .. is per se 
a contribution to its capital which augments 
the cost of his share. The question is controlled 
by the circumstances in which the payment is 
made. If there is intent that the payment shall 
enlarge the stock investment, the shareholder 
may not for tax purposes treat it otherwise to 
support a loss or a bad debt deduction. Whether 
there is such intent, actual or to be implied, is 
determinable by evidence which may vary in 
different cases.”’ 
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Of prime concern to the courts is any 
evidence as to whether the money was ad- 
vanced with a reasonable belief at the time 
that it would be repaid. Thus, advances 
to hopelessly insolvent corporations will be 
presumed by the courts to be capital con- 
tributions.» The underlying theory in such 
cases is that such advances must have been 
made without hope or expectation of repay- 
ment. 


However, a taxpayer will not be denied 
the deduction merely because the loan is 
not a prudent or wise one. Although such 
loans are apt to be viewed as close cousins 
to capital contributions and to invite close 
scrutiny,® the courts will take cognizance of 
the exigencies under which some loans are 
made. Thus, in United States v. Collier, 104 
F. (2d) 420 [39-2 ustc $9557], advances 
by a sole stockholder, made in good faith 
and “in the hope of tiding [the corporations] 
over their difficulties and saving them,” were 
found to constitute valid debts. Accord- 
ingly, bad debt deductions were permitted 
when the corporations ultimately became 
bankrupt.’ 


Deduction for Guaranty 


Although intention to lend and expectation 
of repayment are necessary to the existence 
of a valid debt, there have been situations 
where stockholder advances to, or on behalf 
of, insolvent corporations have been held 
to be entitled to bad debt deductions. Where 
the stockholder had guaranteed an obliga- 
tion of a solvent corporation, deductions 
have been permitted for advances by the 
stockholder to make good the guaranty.* In 
such cases, the debtor-creditor relationship 
is created by operation of law, for where 
a guarantor is forced to answer for the debt 
or default of another, the law implies a 
promise on the part of the principal debtor 
to reimburse his guarantor.’ 


The Tax Court has allowed bad debt 
deductions under such circumstances, even 
though the corporations were insolvent when 
the advances were made. (E. P. Adler, 44 


5 Reading Company v. Commissioner, 132 F. 
(2d) 306 [42-2 ustc { 9700], cert. den. 318 U. S. 
778; W. F. Young v. Commissioner, 120 F. (2d) 
159 [41-1 ustc § 9482]. 

6 See, e. g., W. F. Young v. Commissioner and 
Reading Company v. Commissioner, both supra. 

™See also Carl C. Harris, 19 BTA 895 [CCH 
Dec. 6031]; Van Clief v. Helvering, 135 F. (2d) 
254 [43-1 ustc J 9384]. 

8 Shiman v. Commissioner, 60 F. (2d) 65 [3 
ustc {§ 976]; Hamlen v. Welch, 116 F. (2d) 
413 [41-1 ustc { 9161]; Daniel Gimbel, supra; 
Alice Dupont Ortiz, 42 BTA 173 [CCH Dec. 
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BTA 112 [CCH Dec. 11,762]; Henry Adam. 
son, 17 BTA 17 [CCH Dec. 5351]; John P. 
Dillon, 9 BTA 177 [CCH Dec. 3084].) Ip 
the Adler case, the insolvent corporation was 
unable to honor its promissory notes, on 
which the stockholder was an endorser. 
Demand for payment was then made upon the 
stockholder, who was solvent. In order to 
avoid having to make present payment of 
his liability as endorser and in order to 
reduce the amount he would eventually have 
to pay on the notes, the stockholder agreed 
to render financial assistance to the corpo- 
ration, knowing that the corporation would 
not be able to make repayment to him. The 
holder of the note, in turn, extended the 
stockholder’s time for making payment on 
the notes. The Tax Court held that the 
amounts advanced by the stockholder to 
the corporation were permissible bad debt 
deductions. 


Entries on Corporate Books 


Although the courts will look to notes and 
entries on the corporate books (Woodward 
Iron Company v. United States, 59 F. Supp. 
54 [45-1 ustc J 9180]; Joseph B. Thomas, 2 
TC 193 [CCH Dec. 13,289]) as evidence of 
a debtor-creditor relationship, if it can other- 
wise be shown that the notes or the accounts 
in reality were considered worthless at the 
time the advances were made, such advances 
will be considered as contributions to capital. 
(American Cigar Company v. Commissioner, 
66 F. (2d) 425, [3 ustc J 1145], cert. den. 290 
U. S. 699; C. B. Hayes, 17 BTA 86 [CCH 
Dec. 5365].) Stockholder advances are pre- 
sumed to be capital contributions where the 
stockholder is a member of a family which 
controls the corporation to which the ad- 
vances are made (Ellen Scovill, supra, at 
1221) and where the stockholder is not a 
“lender of money” but an “organizer” 
(Joseph B. Thomas, supra). A contrary pre- 
sumption arises, however, where interest is 
charged and paid on the advances and a date 
fixed on which the advances are uncondi- 
tionally returnable. (Berry Motor Car Com- 
pany, BTA memo. op., Dkt. 99962, January 
25, 1941 [CCH Dec. 11,638-E].) 


11,227]. Where the guarantee is made by the 
stockholder at a time when the corporation is 
insolvent, a contrary result follows. W. F. 
Young v. Commissioner, supra; Houston Chron- 


icle Publishirg Company, 3 TC 1233 [CCH Dec. 
14,101]. 


® Howell v. Commissioner, 69 F. (2d) 447, 450 
[4 uste { 1236], cert. den. 292 U. S. 654. Where, 
however, the guarantor is a mere volunteer and 
signs without request of the principal, either 
express or implied, a promise to indemnify will 
not be implied. Howell v. Commissioner, supra; 
Florence O. Lang, 32 BTA 522 [CCH Dec. 8946]. 
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Distribution on Dissolution 


The manner in which the corporate prop- 
erty is distributed on dissolution is also 
important in determining whether stock- 
holder advances are loans or capital contri- 
butions. Thus, in Louis Rosenberg, 5 TCM 
—, March 4, 1946 [CCH Dec. 15,042(M)], 
it was held that advances by a stockholder 
to his corporation were capital contributions 
rather than loans since on liquidation the 
advances were subordinated to other claims 
of creditors against the corporation. (See 
also Woodward Iron Company v. U. S., supra, 
where the properties were transferred on 
dissolution to the stockholder as such and 
not as a creditor, and Watson v. Commis- 
sioner, 124 F. (2d) 437 (CCA-2) [42-1 ustc 
— 9204], where the sole stockholder of a cor- 
poration to which he advanced money caused 


the corporation to compute its losses by 
subtracting first the claims of outside cred- 
itors, and then the stockholder’s claim.) 


Finally, it should be noted that the fact 
that the stockholder holds a controlling 
interest in the corporation to which he makes 
advances is not, of itself, determinative of 
whether such advances are loans or capital 
contributions.” The Tax Court has held 
that advances to wholly owned corporations 
by stockholders may, under proper circum- 
stances, be loans and not additions to capital.” 

[The End] 

1 ‘“‘The fact that the lender was a shareholder 
of the borrower is not enough to stamp the 
advances as contributions.’’ William Jarvis, 43 
BTA 439, 446 [CCH Dec. 11,632]. 

1 Harry T. Nicolai, 42 BTA 899 [CCH Dec. 
11,330], aff’d 126 F. (2d) 927 [42-1 ustc {] 9386]; 
Berry Motor Car Company, supra; Robert H. 
Montgomery, 37 BTA 232 [CCH Dec. 9936]. 


——S}. 


HOUSE APPROPRIATIONS COMMITTEE 


John Taber, of New York, Chairman. 
Richard B. Wigglesworth, of Massachusetts. 
Charles A. Plumley, of Vermont. 
Everett M. Dirksen, of Illinois. 
Albert J. Engel, of Michigan. 
Karl Stefan, of Nebraska. 

Francis Case, of South Dakota. 
Frank B. Keefe, of Wisconsin. 
Noble J. Johnson, of Indiana. 
Robert F. Jones, of Ohio. 

Ben F. Jensen, of Iowa. 

H. Carl Andersen, of Minnesota. 
Walter C. Ploeser, of Missouri. 
Harve Tibbott, of Pennsylvania. 
Walt Horan, of Washington. 
Gordon Canfield, of New Jersey. 
George B. Schwabe, of Oklahoma. 
Ivor D. Fenton, of Pennsylvania. 
Ralph E. Church, of Illinois. 

P. W. Griffiths, of Ohio. 

Lowell Stockman, of Oregon. 
John Phillips, of California. 


Errett P. Scrivner, of Kansas. 
Charles R. Robertson, of North Dakota. 
Frederic R. Coudert, Jr., of New York. 
Clarence Cannon, of Missouri. 

Louis Ludlow, of Indiana. 

John H. Kerr, of North Carolina. 
George H. Mahon, of Texas. 

Harry R. Sheppard, of California. 
Albert Thomas, of Texas. 

Joe Hendricks, of Florida. 

Michael J. Kirwan, of Ohio. 

W. F. Norrell, of Arkansas. 

Albert Gore, of Tennessee. 

Jamie L. Whitten, of Mississippi. 
Thomas D’Alesandro, Jr., of Maryland. 
George W. Andrews, of Alabama. 
John J. Rooney, of New York. 

J. Vaughan Gary, of Virginia. 

Joe B. Bates, of Kentucky. 

Thomas J. O’Brien, of Illinois. 

John E. Fogarty, of Rhode Island. 


HOUSE BANKING AND CURRENCY COMMITTEE 


Jesse P. Wolcott, of Michigan, Chairman. 
Ralph A. Gamble, of New York. 
Frederick C. Smith, of Ohio. 

John C. Kunkel, of Pennsylvania. 
Henry O. Talle, of lowa. 

Frank L. Sundstrom, of New Jersey. 
Rolla C. McMillen, of Illinois. 
Clarence E, Kilburn, of New York. 
Howard H. Buffett, of Nebraska. 
Albert M. Cole, of Kansas. 

Merlin Hull, of Wisconsin. 

William G. Stratton, of Illinois. 
Hardie Scott, of Pennsylvania. 

Parke M. Banta, of Missouri. 


Stockholder Advances to Corporations 


Charles K. Fletcher, of California. 
Ellsworth B. Foote, of Connecticut. 
Brent Spence, of Kentucky. 

Paul Brown, of Georgia. 

Wright Patman, of Texas. 

A. S. Mike Monroney, of Oklahoma. 
John H. Folger, of North Carolina. 
Brooks Hays, of Arkansas. 

John J. Riley, of South Carolina. 
Albert Rains, of Alabama. 

Donald L. O’Toole, of New York. 
Frank Buchanan, of Pennsylvania. 
Hale Boggs, of Lousiana. 











THE DECISION of the case of 

nandez v. Wiener, the Bureau has con- 
strued Section 113(a) of the Internal Revenue 
Code* in such a way as to maintain the old 


rule laid down in G. C. M. 24292, 1944 CB 162, 


‘INCE 
»S Fer 


for the determination of the basis of the 
widow’s half of community property, when 
the husband died after October 21, 1942.° 
The two rulings were based specifically on 
California and Texas law, respectively, but 
the decision necessarily will have general 
application in community property states. 
After pointing out that “the interest of a 
wife in community property is a present 
vested interest, equal and equivalent to that 





1326 U. S. 340. 66 S. Ct. 
(1945) [45-2 ustc § 10,239]. 


2 The relevant portions of Section 113 of the 
Internal Revenue Code read: 


“Sec. 113(a) Basis (Unadjusted) of Property. 
—tThe basis of property shall be the cost of such 
property; except that— 


178, 90 L. Ed. 147 


“(5) Property Transmitted at Death.—If the 
property was acquired by bequest, devise or 


inheritance or by the decedent’s estate from 
the decedent, the basis shall be the fair market 
value of such property at the time of such ac- 
quisition.’’ 


3 Letter dated May 1, 1946, and signed Joseph 


D. Nunan, Jr.. Commissioner [464 CCH { 6232]; 
3808, 


x B. 1946-15-12355 [464 CCH { 6249]. 







The author, an attorney with the firm of Irion and Switser, Shreveport, 


The Widow’s Basis 


and the Wiener Case 


By VAL IRION 


of her husband,” and that “a wife, aiter 
the death of her husband, retains her in- 
terest in an undivided one-half of the com- 
munity property, and does not take her 
share as a legatee, devisee, or heir, but as 
an outright owner,” the Bureau holds: 


“The basis (unadjusted) for determining 
gain or loss upon the sale or other disposi- 
tion of Texas community property by the 
executor or administrator of a deceased 
husband’s estate, or by the widow after dis- 
tribution to her of the community property, 
is (1) as regards the wife’s one-half share 
of such property, the cost, or other basis, 
to the community, and (2) with respect to 
the husband’s one-half share, the fair market 
value as of the date of his death.” (1. T. 


3808, 1946-15-12355.) 


Section 402 


As will be pointed out below, there would 
be no interest in these rulings had not Con- 
gress included in the Revenue Act of 1942 
Section 402, which added subsection (e)(2) 
to Section 811 of the Code* This amend- 
ment was declared to be constitutional by 
the Supreme Court of the United States on 





4 Footnote appears on following page. 


Louisiana, is a former member of the Louisiana Board of Tax Appeals. A 
companion article, “The Surviving Husband and the Wiener Case.” by Mr 
Irion appeared in the January, 1947 issue of TAxes—The Tax Magazine 
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December 10, 1945,° and the language quoted 
in footnote 4 was interpreted to permit the 
jederal government to collect an estate tax 
on the community property belonging to the 
widow at the time of and because of the 
death of her husband. 


Criticisms of Commissioner's Ruling 


These decisions of the Commissioner have 
incurred widespread criticism. In the June, 
1946 issue of the Loyola Law Review 
(page 116), Mr. E. K. Tillman has this 


comment: 


“Prior to 1942, the result was equitable, 
because the survivor’s share had not borne 
the estate tax, but now in the case of a 
large estate, the effect may be the assess- 
ment of the two taxes—estate and income— 
in excess of the total value of specific pieces 
of property as they are sold. The necessity 
to liquidate the assets of a low cost fortune— 
for example, oil properties—to pay the estate 
tax might give rise to an income tax that 


would completely bankrupt the estate.” 
Terming the Bureau’s rule “harsh,” a 
writer in a tax service illustrates his conclu- 


sion with the following example: 


“Decedent and his wife, domiciled in Texas, 
acquired community property at a cost of 
$10,000.00. The value at the time of the 
decedent’s death was $110,000.00. The wid- 
ow sold the property immediately after dece- 
dent’s death for $110,000.00. Assuming that 
decedent had other property in excess of 
estate tax exemptions, estate tax is paid on 


‘Section 811, aS amended in 1942, provides 
(inter alia): 


“Sec. 811. Gross Estate.—The value of the 
gross estate of the decedent shall be deter- 
mined by including the value at the time of 
his death of all property, real or personal, 
tangible or intangible, wherever situated, ex- 


cept real property situated outside of the United 
States— 


“(e) Joint and Community Interests.— 


(2) Community Interests.—To the extent of 
the interest therein held as community prop- 
erty by the decedent and surviving spouse under 
the law of any State, Territory, or possession 
of the United States, or any foreign country, 
except such part thereof as may be shown to 
have been received as compensation for per- 
sonal services actually rendered by the surviving 
spouse or derived originally from such com- 
pensation or from separate property of the 
Surviving spouse. . .”’ 

* Supra, footnote 1. 
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$110,000.00, and a gain of $50,000.00 is recog- 

nized on the sale by the widow. 

Proceeds of sale 

Basis: % of cost to 
community ...$ 5,000.00 
Y% of date of 


$110,000.00 


death value.... 55,000.00 


60,000.00 


Recognized gain $ 50,000.00 

“In effect, taxes are assessed on $160,000.00 
with respect to property worth only 
$110,000.00; estate on $110,000.00 and income 
tax on $50,000.00.” 

Before inquiring whether the ruling is 
sound, let us look at two other examples: 

Let us assume that two single women, 
Miss Smith and Miss Jones, bought a piece 
of property in 1910 for $100,000, which in 
1946 is worth $1,000,000 (without consider- 
ing questions of adjustments). In 1946, they 
sell the property for $1,000,000. The basis 
to each is $50,000, and each realizes a gain 
of $450,000. 

lf Miss Smith dies and the tract of land 
is sold as a unit, Miss Jones’ basis is still 
$50,000 and her gain is $450,000. 

‘This is true whether their domicile and 
the property is in a community property 
state or in a non-community property state. 

When, for Miss Smith and Miss Jones, 
we substitute Mr. and Mrs. Brown and 
change to a community property state, we 
find that if they sold the land in 1946, the 
basis of each would be $50,000 and the gain 
of each would be $450,000. 

Should Mr. Brown die before the sale and 
the executor of his estate and his widow 
sell the tract of land, the basis of the estate 
would be $500,000 and there would be no 
gain, but the basis to the widow would still 
be $50,000 and her gain would be $450,000. 


Basic Concept of Community 
Property Law 


It is believed that the criticism of this 
ruling stems from a failure to grasp clearly 
the basis of the decision in the Wiener case. 
That decision is grounded upon a recogni- 
tion of the fundamental concept of com- 
munity property law, i. e., the vested interest 
of the wife at the time of acquistion. The 
tax was sustained not as a transfer tax but 
because death brought about changes in 
control. 

In view of the settled jurisprudence of 
the community property states and of the 
United States Supreme Court culminating 
in the lViener case, the Bureau could not 
have ruled otherwise. 
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The ruling flows merely from the impact 
of the jurisprudence upon the statute, and 
the hardship, the confiscation, results from 
the fact that Congress failed to amend Sec- 
tion 113(a) to take care of the change made 
by adding Section 811l(e)(2). The statute 
and the jurisprudence being clear and posi- 
tive, it is obvious that no relief should or 
can be obtained from “interpretation” by 
either the Commissioner or the courts. Con- 
gress alone can correct this injustice. 


Congressional Intent 


Clearly, in 1942 Congress was seeking to 
bring about uniformity in taxation through- 
out the Union. It was certainly not the 
desire of Congress to confiscate the property 
of widows in community property states 
merely because their late husbands had 
chosen one of those states as a domicile. 
The failure to amend Section 113 was merely 
an oversight. The validation of Section 
811(e)(2) by the Supreme Court decision 
in the tener case, resulting in the imposi- 
tion of a tax upon a widow’s property be- 
cause of the death of her husband, makes 
it imperative that Section 113 be amended 
to provide that the basis of property, which 
has been subjected to an estate tax, shall 


be the fair market value at the date on 
which the estate tax became effective. In 
other words, the statute should be made 
to prescribe that the time of valuation in 
the case of a widow will be the date of the 
death of her husband. Such an amendment 
would merely restore the equality that ex- 
isted under Section 113 prior to 1942, |; 
would take nothing from the widow residing 
in a common law state; it would be in keep- 
ing with sound fiscal policy, common justice, 
and the announced desire of Congress. The 
amendment should either be retroactive to 
1942 or provide for refunding this type of 
taxes, which have been collected under Sec- 
tion 113 as it now stands. 


Conclusion 


Section 811(e)(2) and Section 113 result 
in confiscation in certain cases. Rank dis- 
crimination is practiced. This injustice can- 
not be cured by either the Bureau of the 
courts. Congress alone can “right the wrong” 
which it committed when it failed to amend 
Section 113 to care for new situations cre- 
ated by the addition of Section 811(e)(2). 
The amendment should be adopted speedily, 
and it should be retroactive to 1942. 


[The End] 


HOUSE EXPENDITURES IN EXECUTIVE 
DEPARTMENTS COMMITTEE 


Clare E. Hoffman of Michigan, Chairman. 
George H, Bender, of Ohio. 

Robert F. Rich, of Pennsylvania. 
Henry J. Latham, of New York. 
James W. Wadsworth, of New York. 
Forest A. Harness, of Indiana. 
Clarence J. Brown, of Ohio. 

Ross Rizley, of Oklahoma. 

J. Edgar Chenoweth, of Colorado. 
Fred E. Busbey, of Illinois. 

Melvin C. Snyder, of West Virginia. 
J. Caleb Boggs, of Delaware. 

R. Walter Riehlman, of New York. 


Mitchell Jenkins, of Pennsylvania. 
Howard A. Coffin, of Michigan. 
Carter Manasco, of Alabama. 

William L. Dawson, of Illinois. 

John J. Delaney, of New York. 

Chet Holifield, of California. 
Henderson Lanham, of Georgia. 
W.J. Bryan Dorn, of South Carolina. 
Porter Hardy, Jr., of Virginia. 

Frank M. Karsten, of Missouri. 
Charles B. Deane, of North Carolina. 
J. Frank Wilson, of Texas. 


HOUSE EDUCATION AND LABOR COMMITTEE 


Fred A. Hartley, Jr., of New Jersey, Chairman. 
Gerald W. Landis, of Indiana. 

Clare E. Hoffman, of Michigan, 

Edward O. McCowen, of Ohio. 

Max Schwabe, of Missouri. 

Samuel K. McConnell, Jr., of Pennsylvania. 
Ralph W. Gwinn, of New York. 

Ellsworth B. Buck, of New York. 

Walter E. Brehm, of Ohio. 

Wint Smith, of Kansas. 

Charles J. Kersten, of Wisconsin. 

George MacKinnon, of Minnesota. 

Thomas L. Owens, of Illinois. 


Carroll D. Kearns, of Pennsylvania. 
Richard M. Nixon, of California. 
John Lesinski, of Michigan. 

Graham A. Barden, of North Carolina. 
Augustine B. Kelly, of Pennsylvama. 
O. C. Fisher, of Texas. 

Adam C. Powell, Jr., of New York. 
John S. Wood, of Georgia. 

Ray J. Madden, of Indiana. 

Arthur G. Klein, of New York. 

John F. Kennedy, of Massachusetts. 
Wingate H. Lucas, of Texas. 


132 February, 19447 e TAX ES—The Tax Magazine 


Sf 
no 
to stc 
value- 
may 4 
that i 
of the 
gain « 
betwe 
proce 
exerci 
price 
repre: 
whet! 
event 
Wit 
there 
Regu 
stock 
is no 
not h 
tal lo 
the a 
right. 
such 


No [ 
On 


missi 
that 
teaso 
upon 
optio 
was | 
receij 
that 
then 
basis 
It 
loss 
whet 
to th 
alloc 


Loss 









sult 
dis- 
-an- 

the 
ng” 
end 
cre- 
(2). 
dily, 


nd] 


fazine 









LOSSES 


STOCKHOLDER who receives as a 

nontaxable dividend a right to subscribe 
to stock—the right having a fair market 
value—may sell or exercise such right or 
may allow such right to expire. It is clear 
that if the right is sold, part of the basis 
of the stock is allocated to the right, and 
gain or loss is measured by the difference 
between such basis of the right and the 
proceeds from the sale. And if the right is 
exercised, there is added to the subscription 
price the basis of the right. This total 
represents the basis in order to determine 
whether a gain or loss is realized upon the 
eventual disposition of said stock. 


With these principles clearly established, 
there has arisen a void which neither the 
Regulations nor the cases fill. When the 
stockholder allows the right to expire there 
is no authority for determining whether or 
not he suffers a deductible short-term capi- 
tal loss (Section 117 (g) (2)) measured by 
the amount of the basis allocated to the 
right. It is the opinion of the author that 
such loss is suffered by the stockholder. 


No Deductible Loss 


On December 4, 1946, the Deputy Com- 
missioner issued a special ruling declaring 
that there was no deductible loss. He 
reasoned that no deductible loss is suffered 
upon an expiration of a right unless the 
option holder paid value for the right or 
Was in receipt of income as a result of the 
receipt of the stock right. He further held 
that since no deductible loss is suffered 
then there is no adjustment to the cost or 
basis of the old common stock. 

It would seem that before deciding no 
loss is incurred we should first determine 
whether there is an allocation of a basis 
to the right and if the statute requires this 
allocation then it should be clear that a 


Losses on Nontaxable Stock Rights 


. . . ON NONTAXABLE STOCK RIGHTS 


MYRON SEMMEL .... The author is a tax consultant 
associated with J. K. Lasser and Company of New York City 


deductible loss is suffered upon the expi- 
ration of such right. 


Section 113(a)(19) 


Section 113 (a) (19) provides that “If the 
property was acquired by a shareholder in 
corporation and consists of stock in such 
corporation, or rights to acquire such stock, 
acquired by him after February 28, 1913, in 
a distribution by such corporation (herein- 
after in this paragraph called ‘new stock’), 
or consists of stock in respect of which 
such distribution was made (hereinafter in 
this paragraph called ‘old stock’) and... 
the new stock was acquired in a taxable 
year beginning after December 31, 1935, and 
its distribution did not constitute income to 
the shareholder within the meaning of the 
Sixteenth Amendment to the Constitution; 
then the basis of the new stock and of the 
old stock, respectively, shall, in the share- 
holder’s hands, be determined by allocating 
between the old stock and the new stock 
the adjusted basis of the old stock .. .” 


This section unquestionably provides that 
there is an allocation of basis between the 
old stock and the dividend stock or rights 
(both of which are called new stock in the 
section). As the House Report stated in 
introducing this section (1939-2 CB 520): 
“The definition of new stock is designed to 
include stock rights of the distributing 
corporation the rule of allocation is 
applicable to all cases in which the new 
stock was acquired .. .” There is no inti- 
mation that the right must be sold or 
exercised before an allocation is made. 

Before Section 113 (a) (19) was enacted 
there was a case holding that no loss was 
suffered when a right issued as a dividend 
was allowed to expire. (Eastern Shares Cor- 
poration, 32 BTA 608 (1935) [CCH Dec. 
8962].) The decision was based on the 
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theory that since a dividend right had no 
basis and did not constitute income, there 
was no loss. Of course, if there was a pur- 
chase of a right and the right was allowed 
to expire, there was a basis and therefore a 
loss. (Sidney Z. Mitchell v. Commissioner, 48 
F. (2d) 697 (CCA-2, 1931) [2 ustc ¥ 716], 
cert. denied 284 U. S. 646.) It had been held 
that a distribution of a right to subscribe 
which was not income within the Sixteenth 
Amendment required an allocation of basis 
upon sale of the rights. (Miles v. Safe Deposit 
& Trust Company, 259 U. S. 247 (1922) [1 
ustc J 66].) While if it is income wtihin the 
Sixteenth Amendment, although tax-exempt by 
statute, such rights or subscribed-for stock 
have a zero basis. (Helvering v. Gowran, 302 
U.S. 238 (1937) [37-2 ustc J 9571].) But in 
the Miles case the Court felt that a distri- 
bution of a right did not result in a splitting 
up of capital although it required an allo- 
cation of basis when the rights were sold. 
It seems incongruous for a right to become 
suddenly a distribution of capital when 
sold but not when received. Further con- 
fusion may be added by considering that 
former Treasury Regulations provided for 
an allocation of basis only when rights were 
exercised or sold and Congress meant to 
validate these Regulations (at least insofar 
as the Gowran case invalidated them). How- 
ever, whatever this background may mean, 
Section 113 (a) (19) seems clearly to enact 
into law an allocation of basis to the right 
at the date the right was received. In order 
to have an allocation the right, of course, 
must not constitute taxable income within 
the meaning of the Sixteenth Amendment. 
Compare Etsner v. Macomber, 252 U. S. 189 
(1920) [1 ustc J 32], with Helvering v. Sylvie 
R. Griffiths, 318 U. S. 371 (1943) [43-1 ustc 
{ 9319]. 


Ruling Seems Erroneous 


The special ruling states that Sections 
23 (g) (2) and 117 (g) (2), which deal with 
securities’ becoming worthless, apply only 
when the security comes into a taxpayer’s 
hands for a valuable consideration or is 


income to the taxpayer. This seems errone- 
ous since in a tax-free reorganization a 
taxpayer may acquire stock in two corpo- 
rations and the securities in one may be- 
come worthless. Surely such loss would 
be deductible. The taxpayer really acquires 
the right for a valuable consideration which 
is in the old stock and which is allocated 
to the right. Another example would be 
the inheritance, or receipt of a gift, of se- 
curities. The important fact to determine 
is whether a basis existed since both Sec- 
tions 23 (i) and 111 measure a loss by the 
basis. The taxpayer certainly loses some- 
thing when a right expires and the loss js 
measured by the basis. And even if some 
unknown rule forbade the taking of the 
loss, the Treasury could not, contrary to 
the law, benevolently allow no allocation 
of basis. 


Unreal and Illogical 


It seems unreal and _ illogical for the 
Treasury to allow a loss upon the sale of 
a right but not to allow a loss upon the 
expiration of a right. Why should an allo- 
cation of basis depend upon the extent of 
the loss incurred? It is possible in closely 
held corporations that tax-avoidance may 
be attempted by taking short-term capital 
losses to be recovered later as a long-term 
capital gain, but this can be protected by 
doctrines other than a misconstruction of 


Section 113 (a) (19). 


Trouble may be encountered where rights 
may be exercised over ‘many years in the 
future. The old stock may be sold while 
the rights are still held. May the taxpayer 
allocate his entire basis to the old stock? 
Will the rights then have a zero basis? 
Suppose, years later, the stockholder exer- 
cises his rights and obtains stock. Is his 
basis for this stock merely the subscription 
price? 

It is submitted that Section 113 (a) (19) 
requires an immediate allocation of basis to 
the rights and that upon expiration of such 
rights the holder suffers a deductible short- 
term capital loss. [The End] 


———<—_—$ ce — 
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How To Tie In 





a Corporation’s Tax Return 


JOHN M. HAZELETT .. 


70U HAVE BEFORE YOU the cur- 

rent year’s federai and state income tax 
returns of a large manufacturing corpora- 
tion, in the million-dollar class, which is 
doing business in several states. Where 
would you begin? 


You would begin with the balance sheet 
shown at the end of the year on the corpo- 
ration’s last return. That is, you would 
begin by tying-in the return which you are 
preparing for the current year with the re- 
turn filed for the first previous year by using 
a beginning balance sheet the same as the 
ending balance sheet reported on the previ- 
ous return. 


Tie-in Requirements 


In general, there are six different tie-ins 
that should be recognized and evaluated: 


1. The current year’s tax return should 
be tied-in with the taxpayer’s last return 
by starting with the ending balance sheet 
shown by the previous return. 


2. The net worth accounts—that is, capi- 
tal stock, paid-in and earned surplus ac- 
counts shown at the beginning and end of 
the current year—should be_ reconciled 
either on the tax return itself or on sup- 
porting working papers. 


3. The net income upon which the tax 
calculation is based should be carried di- 
rectly into the earned surplus reconciliation. 

4. The beginning and ending inventory 
shown by the cost-of-goods-sold statement 
should agree with the beginning and ending 
work-in-process or finished-goods inventory 
shown by the balance sheet. 


5. The cost of goods sold, as shown by 
the income statement, should agree with 
the cost of goods sold shown by the cost- 
ol-goods-sold statement. 


Corporation Tax Return 





certified public accountant; head of the tax 
department of Consolidated Vultee Aircraft Corporation, San Diego, California 


6. Detailed statements of overhead, taxes, 
interest, contributions, depreciation, execu- 
tive salaries, etc., should be made to tie 
directly into the income or cost-of-goods- 
sold statement in order to eliminate mis- 
takes as to the amount charged to expense. 


Tax Return Balance Sheets 


In regard to the first requirement, the 
beginning balance sheet being the same as 
the ending balance sheet shown by a prior 
year’s tax return, accountants agree that 
this is a must. However, they do not always 
agree as to what balance sheet should be 
shown—that is, if the balance sheet for book 
purposes is different from the balance sheet 
agreed to for tax purposes, which is pref- 
erable for tax purposes. I am of the opin- 
ion that the balance sheet to be shown by 
a tax return, at least the balance sheet as of 
the end of the year, should be that known, 
as of the date the tax return is filed, to be 
the most nearly correct for federal income 
tax purposes. Generally, I do not believe 
it advisable to change the beginning balance 
sheet shown by a tax return over that 
shown in the previous year’s return unless 
during the year an income tax settlement 
has been reached that materially affects the 
beginning balance sheet. 


Thus, if a corporation has been required 
to capitalize patent or organization expenses 
for tax purposes but has written off such 
expenses on its books, the balance sheet 
shown by the tax return must set up these 
patent expenses as deferred charges. The 
advantages of following this method aré 
twofold: first, setting up these deferred 
expenses is the same as placing a red flag 
as a reminder that at some future date they 
will be deductible and that, as long as they 
are capitalized, there is little chance that 
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the Statute of Limitations will be allowed 
to run against them; second, during the 
years in which the excess profits tax laws 
were in effect, the taxpayer will make cer- 
tain that its invested capital credit calcula- 
tion includes these additions to net worth. 


Net Worth Accounts 


Most accountants comply with the second 
tying-in category in regard to beginning 
and ending earned surplus but pay little 
attention to reconciling the beginning and 
ending capital or paid-in surplus accounts. 
Often organization expenses, transfer taxes, 
or stock financing expenses are charged into 
these accounts and lost for all time; but, if 
pulled out and capitalized or properly rec- 
onciled, they will be identified sufficiently 
to be claimed as allowable deductions in the 
year of corporate dissolution or reorgani- 
zation. 


The third tie-in requirement—that the net 
income shown by the income statement be 
tied into the earned surplus reconciliation— 
should be disputed by no one, 


Inventories 


The fourth, and in many instances the 
hardest, tie-in for an accountant to obtain 
in the preparation of an income tax return, 
is the tying-in of the beginning and ending 
inventory shown by the cost-of-goods-sold 
statement with the beginning and ending 
inventory shown by the balance sheet. This 
tie-in is particularly troublesome because 
most accountants believe that all book- 
keeping entries are made of one debit and 
one credit entry, and that once these entries 
are made in regard to a particular trans- 
action, the record is complete. This is not 
true for manufacturing enterprises. 


Assume, for example, that you are mak- 
ing automobiles and that materials, direct 
labor, overhead, and other costs are charged 
into inventory as they are incurred. Upon 
selling the manufactured automobile, a 
standard cost system is used which charges 
cost of goods sold and credits the inventory 
accounts by material, direct labor, overhead, 
and other cost elements. It is possible that 
by the end of the year these inventory 
credits would be accurate enough or that 
necessary adjustments would have been 
made so that no “red figures” or excessive 
“black figures” are left in inventory. But 
where all the entries are thrown in together, 
there is no means of determining the total 
material, direct labor, overhead or other 


charges made during the year as required 
to be shown on a properly prepared cost-of- 
goods-sold statement demanded by a reve- 
nue agent as proof of the contributions, 
depreciation, or other expenses charged to 
your manufacturing expenses. 


Such a situation requires what may be 
called a “double-double entry system” of 
bookkeeping that will allow material, direct 
labor, and other cost elements, as well as 
the estimated cost of goods sqld, to be kept 
on a “broad” basis until the end of a year 
when final cost-of-goods-sold determina- 
tions can be made and applied against the 
inventory accounts. Most manufacturing 
firms handle this problem by keeping their 
general ledger control accounts on a “broad” 
basis, but provide a detailed work-in-proc- 
ess or project ledger to furnish the same 
information, broken down by projects or 
work orders on a net basis, at any time 
required during the year. 


The extra time spent by a manufacturing 
enterprise in keeping its cost records on 
such a systematic “broad” basis, pays for 
itself many times. It enables the company 
to prepare readily cost-of-goods-sold state- 
ments that furnish the positive cost tie-in 
required for income tax purposes. It pro- 
vides the management with a statement that 
may be used as a foundation for cost re- 
duction or efficiency programs. 


Cost of Goods Sold 


The fifth tie-in requirement—that the cost 
of goods sold as shown by the income state- 
ment agree with the cost of goods sold as 
shown by the cost-of-goods-sold statement 
—is also indisputable. 


The sixth and last requirement—that de- 
tailed statements of overhead, taxes, inter- 
est, contributions, depreciation, executive 
salaries, etc., tie in directly with the income 
or cost-of-goods-sold statement—is particu- 
larly important as a means of preventing 
the corporation’s own accountants, their 
auditors, or even the revenue agents from 
stumbling around when income adjustments 
are to be made to book figures or to the 
amounts reported on the original tax return. 


State Income Tax Allocation 


For state income or other tax purposes 
based on income, an additional tie-in is nec- 
essary in allocating income between the 
states. This is the total salaries and wages, 
property, sales, or other costs and expenses 
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shown in the federal return. We must know 
those which exist or were incurred within 
or without a given state for the purpose of 
allocating taxable income within or without 
that ‘state on a comparative basis. For 
property and sales this is relatively simple, 
but the determination of salaries and wages 
and other costs and expenses incurred 
within or without a state is not so simple. 
While it is true that information regarding 
salaries and wages could be taken from the 
payroll tax returns, these returns are on a 
paid basis, and most corporations report 
their income tax returns on an accrual basis. 
Even then, such returns would not furnish 
the “other costs and expenses” required by 
so many States. 


The most foolproof plan for determining 
such an allocation factor is to break down 
the total costs and expenses incurred, as 
shown by the cost-of-goods-sold statement, 


as between salaries and wages and other 
costs and expenses, adding to these amounts 
any salaries and wages or other costs and 
expenses which may have been incurred 
during the year and charged directly into 
the income statement. The total thus ob- 
tained is used as the basis for your alloca- 
tion factor. This, then, may be called the 
seventh tie-in requirement necessary for 
the determination of the state income tax 
liability where a corporation is doing busi- 
ness in several states. 


Now that you have begun the preparation 
of the return, the rest is not easy. It means 
simply plenty of hard work. By beginning 
with the tie-in steps, you will be able to 
prepare a return efficiently—one from which 
there can be no misunderstanding as to the 
taxable income or deductions which it re- 
ports. 


[The End) 


— orn 


HOUSE INTERSTATE AND FOREIGN COMMERCE COMMITTEE 


Charles A. Wolverton, 
Chairman. 

Carl Hinshaw, of California. 

Evan Howell, of Illinois. 

Leonard W. Hall, of New York. 

Joseph P. O’Hara, of Minnesota. 

Wilson D. Gillette, of Pennsylvania. 

Robert Hale, of Maine. 

Harris Ellsworth, of Oregon. 

Marion T. Bennett, of Missouri. 

James I. Dolliver, of Iowa. 

Edward J. Elsaesser, of New York. 

John W. Heselton, of Massachusetts. 

Hugh D. Scott, Jr., of Pennsylvania. 


of New Jersey, 


William J. Miller, of Connecticut. 
Henderson H. Carson, of Ohio. 
John B. Bennett, of Michigan. 
Clarence F. Lea, of California. 
Robert Crosser, of Ohio. 

Alfred L. Bulwinkle, of North Carolina. 
Virgil Chapman, of Kentucky. 
Lindley Beckworth, of Texas. 

J. Percy Priest, of Tennessee. 

Oren Harris, of Arkansas. 

George G. Sadowski, of Michigan. 
Richard F. Harless, of Arizona. 
Dwight L. Rogers, of Florida. 
Benjamin J. Rabin, of New York. 


HOUSE ARMED SERVICES COMMITTEE 


Walter G. Andrews, of New York, Chairman. 
Dewey Short, of Missouri. 

Leslie C. Arends, of Illinois. 

W. Sterling Cole, of New York. 
Charles R. Clason, of Massachusetts. 
J. Parnell Thomas, of New Jersey. 
George J. Bates, of Massachusetts. 
Paul W. Shafer, of Michigan. 

William E. Hess, of Ohio. 

Charles H. Elston, of Ohio. 

Jack Z. Anderson, of California. 
William W. Blackney, of Michigan. 
Margaret Chase Smith, of Maine. 
Leroy Johnson, of California. 

Harry L. Towe, of New Jersey. 

C. W. (Runt) Bishop, of Illinois. 
Leon H. Gavin, of Pennsylvania. 
Walter Norblad, of Oregon. 


Corporation Tax Return 


James E. Van Zandt, of Pennsylvania. 
Carl Vinson, of Georgia. 

Patrick H. Drewry, of Virginia. 

R. Ewing Thomason, of Texas. 
Overton Brooks, of Louisiana, 
Lyndon B. Johnson, of Texas. 

Paul J. Kilday, of Texas. 

Carl T. Durham, of North Carolina. 
Lansdale G. Sasscer, of Maryland. 
James J. Heffernan, of New York. 

L. Mendel Rivers, of South Carolina. 
Robert L. F. Sikes, of Florida. 

Philip J. Philbin, of Massachusetts. 
F, Edward Hébert, of Louisiana. 
Arthur Winstead, of Mississippi. 
Joseph R. Farrington, of Hawaii. 
E. L. Bartlett, of Alaska. 

A. Fernés-Isern, of Puerto Rico. 





REVENUE REVISION 


a tax system 
of fewer kinds of taxes 
and limited coverage by laws 


By MICHAEL D. BACHRACH 


pen MANY YEARS we have looked 
forward to the “postwar era” as the period 
in which mankind would realize many bless- 
ings. These blessings were to include a 
lightening of the tax burden and a simplifi- 
cation of the tax laws. The postwar era 
has now arrived, and the nation’s taxpayers 
are waiting expectantly for the promises to 
be fulfilled. According to numerous public 
utterances, Congress is about to undertake 
the long-delayed task. There is indeed 
every indication that some immediate reduc- 
tion will be made in the individual tax rates. 
However, while there may be some delay in 
settling down to the consideration of a long- 
range tax program, there is little doubt that 
either in this session or the next, the appro- 
priate congressional committees will begin 
the difficult job of streamlining the Internal 
Revenue Code. 


Considerable preliminary work has already 
been done in the drafting of proposed amend- 
ments to the Code. The legislative com- 
mittees had a great deal of material to work 
from, including several well-advertised “post- 
war” tax plans. While most of these plans 
differ to some extent in their proposed solu- 
tions to the problem, they all agree on 
one thing, namely, that the tax system has 
become far too cumbersome and needs to 
be simplified. 

The federal tax structure has become com- 
plex for two principal reasons: first, there 
are too many different kinds of taxes; and, 
second, the laws and regulations attempt to 
cover too much ground. To achieve sim- 
plification, therefore, the area of taxation 
must be restricted and the scope and con- 
tent of the taxing statutes reduced. 


The evolution in style of tax law phrase- 
ology from the simple language of the early 
laws to the complex form of today is not 
due to caprice upon the part of the drafts- 
men, but is rather an outgrowth of the ever- 
increasing impact of federal taxes upon the 
national income. Each time a new tax law 
is passed, there are always some taxpayers 
(or those working in their interests) who 
busy themselves to find loopholes. No 
sooner are the loopholes found than the 
government is forced to enact new legisla- 
tion to “plug” them. A few examples will 
suffice to illustrate: 


Basis for Computing Gain 
on Sale of Property 


The Original Law: If property is acquired 
by purchase, the basis is cost; if acquired 
by gift, the basis is the fair market value 
on date of gift. 

The Loophole: A owns real estate which 
cost him $100,000. He is offered $150,000. 
Instead of selling the real estate and paying 
a tax on the gain of $50,000, he makes a 
gift of the property to his son, whose basis 
(fair market value) becomes $150,000. The 
son sells the real estate for $150,000, with 
no gain to him and no tax to the government. 

The Amendment: In the case of property 
acquired by gift, the basis to the donee 
shall be the same as in the hands of the donor. 


Deduction for Accrued Salaries 


The Original Law: Taxpayers keeping 
books on the accrual basis may deduct all 
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tax consultant for Bachrach, Sanderbeck & 
Company of Pittsburgh, Pennsylvania 


expenses incurred, whether paid or not. 
Taxpayers reporting on the cash basis need 
report income only when actually received. 


The Loophole: B owns ninety per cent of 
the capital stock of the B corporation, which 
keeps books on the accrual basis. To reduce 
the corporation’s tax, B, who is on the cash 
basis, votes himself a year-end bonus of 
$10,000, but does not actually draw the money. 
The corporation, having incurred the lia- 
bility for the bonus, deducts it as an ex- 
pense, reducing its tax. B, not having 
received the money, does not report it as 
income and pays no tax. 


The Amendment: Salaries accrued by a 
corporation in favor of an individual who 
owns more than fifty per cent of the corpo- 
ration’s stock shall not be deductible unless 
paid within seventy-five days after the close 
of the taxable year 


Income for Benefit of Grantor 


The Original Law: Every individual shall 
pay a tax upon his income. 


The Loophole: C has an annual income 
reaching into the high surtax brackets. He 
establishes three trust funds, one each for 
his wife and two minor children, and trans- 


Revenue Revision 


fers a substantial part of his income-produc- 
ing property to the trusts. By thus dividing 
his income into four parts, he avoids the 
high surtax brackets and effects a consid- 
erable aggregate saving in tax. 


The Amendment: Income from a trust 
shall be taxed to the grantor if (1) he has 
retained any interest in the corpus, or (2) 
the income is used for the support or main- 
tenance of those whom he is legally obli- 
gated to support. 


The foregoing examples serve to illus- 
trate why it has become necessary to amend 
the tax law in almost every session of Con- 
gress, and also why it is necessary to use 
the involved language so frequently found 
throughout the Code. Legislative drafts- 
men are hard pressed to find simple phrase- 
ology which will serve a threefold purpose, 
viz., (1) to state the law, (2) in words not 
susceptible of evasion, (3) without causing 
hardship to honest taxpayers. 


Objections to Scrapping Code 


The result, as every tax practitioner 
knows, is that the Internal Revenue Code 
now contains numerous sections written in 
such complex language that without the 
help of the interpretative rulings and regu- 
lations their meaning is difficult to ascertain. 
It is small wonder, therefore, that the sug- 
gestion is frequently heard that the Code 
be scrapped entirely and a new law enacted. 


Attractive as the proposal must seem, 
there are compelling reasons why such a 
clean sweep would not be feasible. To do 
away.with the Internal Revenue Code would 
be to do away with all the judicial and ad- 
ministrative interpretation which has been 
accumulated over a period of years. Estab- 
lished precedent and procedure cannot 
lightly be brushed aside. 


Moreover, there is no assurance that his- 
tory would not repeat itself and that in the 
next twenty-five or thirty years the new 
Code, as well as the new rulings, regulations, 
court decisions, etc., would not equal or 
even exceed the proportions now complained 
of. As a matter of fact, there can be no 
such thing as a simple Code because it is 
impossible to have a simple tax law which 
would be fair to everybody. The problem 
is not one of mere simplification of the law. 
It is a problem of basic approach. Both 
the taxpayers and the Treasury must’ re- 
orient their thinking, and both must be 
prepared to make certain concessions. There 
must be a mutual give-and-take. The tax- 
payer must be willing to condone a reasonable 
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amount of “unfairness” or “discrimination,” 
and the, Treasury must be willing to accept 
a reasonable loss of revenue. If the taxpay- 
ers and the Treasury are willing to pro- 
ceed on such a basis, a considerable degree 
of tax simplification can be achieved. 


Simplification 


In the forthcoming deliberations of Con- 
gress, emphasis should be on simplification, 
even at the occasional sacrifice of fairness. 
A simple tax law fairly administered is 
preferable to a fair law so complicated that 
even the tax administrator is unable to 
understand it. 


It is recognized that no matter how well- 
intentioned its leaders may be, Congress is 
forced to weigh the agitation for tax reduc- 
tion against the demands of the federal 
budget. Consequently, the hope for a sub- 
stantial restriction in the area of federal 
taxation cannot now be realized. Neverthe- 
less, there must be some way of obtaining 
the necessary tax revenues without placing 
upon the citizens and the Treasury alike the 
burden of keeping abreast of constantly 
changing rules, regulations, court decisions, 
etc. The task is not easy, for we are living 
in a complex economy and tax expediency 
can go only so far without doing violence 
to sound principles of taxation. 


Flat Rate 


For example, we could achieve a major 
degree of simplification by taxing all income 
at a single flat rate. All of the loophole- 
plugging sections of the Code could then 
be eliminated. If all income were taxed 
alike, there would be no further concern 
about such tax-saving devices as family 
partnerships, personal holding companies, 
capital gains versus ordinary gains, multiple 
trusts, etc. Nor would there be any further 
need for such refinements of the tax base 
as are represented by the terms “normal tax 
net income,” “surtax net income,” “subchap- 
ter A net income,” “undistributed supple- 
ment S net income,” etc. Good business 
judgment and not tax considerations would 
form the basis for management policies; 
these and other benefits would follow, and 
yet such a proposal is unthinkable. The 
manifest injustice of applying the same rate 
of tax to all individuals and corporations, 
regardless of ability to pay, makes it im- 
possible for simplification to go that far. 
Therefore, we must see what steps can be 
taken, within practical limits, to accomplish 
the desired objectives. 
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Elimination of Capital Gains 
and Losses 


A sweeping first step toward simplifica- 
tion of the present tax structure would be 
the elimination of capital gains and losses 
from the scope of the income tax law. Such 
a move would largely do away with four 
of the most involved and technical sections 
of the income tax division of the Code, viz., 
Sections 112, 113, 117 and 118. These sec- 
tions have been responsible for more than 
half of the tax litigation which has taken 
place since the income tax law was first 
enacted. Moreover, it has been demon- 
strated (see, for example, the data presented 
before the House Ways and Means Com- 
mittee on Revenue Revision of 1942 by 
Elisha M. Friedman, New York City) that 
over a period of years the capital gain and 
loss provisions have yielded very little reve- 
nue. Yet every time such a proposal has 
been made in Congress it has been met with 
the objection that some taxpayers would 
gain an undue advantage by scheming to 
arrange their affairs in such a way that most 
ot their income would be derived from the 
sale of capital assets. While this may be 
true (and the practice could be curtailed to 
some extent by redefining the term “capital 
assets”), a@ certain amount of avoidance must 
be condoned for the sake of simplification. 






Elimination of Estate and Gift Taxes 


Another move which would result in con- 
siderable tax simplification would be the 
elimination of estate and gift taxes from the 
federal taxing system. Many students of 
taxation have long advocated that estate and 
gift taxes rightfully belong to the several 
states. The relinquishment of these taxes 
would have little effect on the federal 
budget since less than three per cent of the 
total federal tax revenue is derived from the 
estate and gift taxes. Under present condi- 
tions Congress may be loath to give up this 
source of revenue, but a reasonable loss of 
revenue must be condoned for the sake of 
simplification. 


Limitation of Excises 


In the excise tax field, simplification could 
be achieved by limiting the federal excises 
chiefly to alcohol and tobacco. Most of the 
other excise taxes, including the gasoline 
tax, should be dropped. These sources of 
revenue likewise should be left to the states. 
It is hardly likely, in the face of heavy 
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budget requirements, that Congress will 
eliminate all of the excises immediately; but 
some of them should go now. There can be 
no simplification without loss of revenue. 


Flimination of Troublesome Sections 


Repeal of the Code sections dealing with 
recognition of gains or losses, adjusted basis, 
wash sales, estate and gift taxes, and the 
numerous excise taxes, would make a good 
beginning toward simplification of the tax 
structure. Having made this start, it would 
not be long before additional sections of the 
Code could be discarded (for example, Sec- 
tion 125—Amortizable Bond Premium; 
Section 162 (d)—Distributable Income of 
Estate of Trust; and other such provisions 
which are complicated and troublesome). 


Congressional and business leaders alike 
are agreed the time is at hand for the much- 
promised postwar overhauling of the federal 
tax system. In the final analysis, the “over- 
hauling” probably will fall short of the 
drastic revision which the word implies, but 
it can mean no less than the elimination of 
some sections of the Code and the rewriting 
of others. In any event, the objective is 
clear: a simpler and more equitable law. 
It will be easier to attain this objective if 
Congress will accept the philosophy that a 
certain amount of tax avoidance must be 
tolerated in the interest of legislative sim- 
plicity, and if the Treasury will adopt the 
sensible rule that it is better to overlook a 
certain amount of “chiseling” on the part of 


a few than to place burdensome restrictions 
on all. 


If every section of the present Code will 
be scrutinized from these viewpoints, and 
deletions freely made wherever possible with- 
out giving up too much revenue or inviting 
too much tax avoidance, the success of the 


forthcoming revenue revision will be as- 
sured. The inevitable result will be a sub- 
stantial reduction in the size of the Code; 
this in turn will mean a corresponding re- 
duction in the output of regulations, rulings, 
opinions, decisions, tax forms, tax services 
and tax literature generally. An even greater 
benefit would follow, namely, a lessening of 
the tax-consciousness of the American busi- 
nessman. Too much of his time and atten- 
tion is now taken up with tax regulations, 
tax reports, tax examinations, tax assess- 
ments and tax courts. If we are to achieve 
the promised era of postwar prosperity, he 
should be allowed to devote his abilities and 
his efforts to more constructive purposes. 


Need for Stability 


Finally, and perhaps most important of 
all, is the need for a stable taxing system— 
one in which the rules of the game are not 
changed from year to year. The American 
people have been remarkably patient with a 
tax system under which they do not know 
with any certainty from one year to the next 
how their taxable income is to be computed. 
In fact, the situation has become so con- 
fused that it is now almost impossible to 
prepare an accurate return. Even if Con- 
gress should accomplish relatively little in 
the direction of the promised overhauling 
it could achieve an important measure of 
simplification by the single act of adopting 
a resolution to the effect that the Internal 
Revenue Code shall not be amended (except 
perhaps as to rates of taxation) oftener than 
once in five years. Such a move, coupled 
with a determined effort to evolve a more 
equitable tax structure, would lead to a 
saner tax administration and would indeed 
go a long way toward fulfilling the promise 
of a better postwar era for both taxpayer 
and tax practitioner. [The End] 
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D ESPITE what is apparently a world- 
wide trend toward big business, there 
seems to be general agreement in this country 
that the success of our system of free enter- 
prise depends to a large extent on the ex- 
istence of many small, independent, competing 
enterprises. And if our economic structure 
is to be sound these small businesses must 
not only exist, but also be able to grow. 
Because of the importance of small business, 
there is today great interest in its handicaps 
and its problems. The United States De- 
partment of Commerce has been devoting a 
great deal of attention to these problems 
through its “Office of Small Business,” and 
numerous articles and books have been 
written on the subject. 


Of the many difficulties encountered by 
small business, tax problems are among the 
most serious. The purpose of this article is 
to discuss briefly certain of these problems 
and to offer some suggestions for their solution. 


What are the tax problems of small busi- 
ness? In the main, they are much the same as 
those of big business. Some of them, however, 
are of little concern to big business and are 
peculiar to the small business. One basic and 
important problem of this kind concerns the 
form in which the business should be con- 
ducted. Another is obtaining funds for de- 
velopment and expansion, in the face of the 
difficulties caused by our tax laws. Another 
small business problem—and a most vexing 
one—is the multiplicity of taxes and the 
difficulty of complying with their reporting 
and other requirements. There are other 
problems, but I shall dea! here only with 
these three, which seem to be of particular 
significance at this time. 


The most common difficulty in discussing 
small business is to define it. The term has 
been used to include businesses having 
fewer than 500 employees, or those having 
annual net income of less than $100,000, and 
so forth. But despite many attempts, no 
one yet has worked out a fully satisfactory 
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definition. 
tion, but shall say only that small business, 
as I think of it, probably includes some con- 
cerns having more than 500 employees and 
certainly includes some with net income of 


I am not going to offer a defini- 


more than $100,000 a year. As I do not 
think it possible to draw a hard-and-fast line 
in defining small business, we shall have to 
be satisfied with a rough, general concept of 
what it includes. 


Form of Business Organization 


The question of the form in which a small 
business is to be conducted, is of particular 
interest today because of the changing tax 
picture. Shall it be a partnership or pro- 
prietorship, a corporation, or possibly some 
other form? 


Although many factors in addition to 
taxes are involved, the businessman’s deci- 
sion as to the form of his business is based 
most often on tax considerations. This is 
not as it should be. Our country’s economic 
health would be served best by decisions 
based upon business considerations, such as 
which form would be most efficient for the 
conduct of the business; which form would 
permit the soundest capitalization; which 
form would best enable the business to take 
the risks incident to the development of new 
products and markets. Mr. Randolph Paul 
recently has suggested at least a partial solu- 
tion of this difficulty. He has proposed that 
the tax laws differentiate between the large, 
publicly owned corporation and the small, 
closely held company, by permitting the 
small companies to be taxed as though they 
were partnerships. In this way the tax on 
the small business would be the same under 
corporate as under partnership operation. 
Although there would admittedly be great 
difficulty in drawing a sharp line between 
these two types of corporations, Mr. Paul’s 
proposal has merit and it is to be hoped that 
it will receive serious consideration. 
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One of the primary tax considerations is, 
of course, the comparative individual and 
corporation tax rates. There seems now to 
be a general feeling that the corporation is 
always the preferred form in this respect, be- 
cause of the great reduction in corporation 
taxes from wartime levels and the continu- 
ing high individual surtax rates. This gen- 
eralization should be applied with caution, 
and no final decision should be made until 
complete computations of individual and 
corporation taxes have been completed. Al- 
though the top corporation rates have been 
reduced drastically, we sometimes overlook 
the fact that corporations are still subject to 
a fifty-three per cent rate in one income 
bracket. This is the rate applicable to the 
second $25,000 of income, the high rate being 
for the purpose of equalizing with the low rates 
(twenty-one per cent—twenty-five per cent) 
charged on the first $25,000 so that the over-all 
rate will reach thirty-eight per cent at $50,000. 
We are inclined to think of corporation rates as 
ranging from twenty-one to thirty-eight per 
cent. This is correct so far as over-all rates 
are concerned, but we should not lose sight 
of the fact that the fifty-three per cent rate 
on the $25,000-$50,000 bracket is the control- 
ling factor in some computations. It is a 
very important factor, for example, in deal- 
ing with a business which is now earning at 
the rate of $25,000 a year, but which is likely 
to increase its earnings to $50,000 a year. 
Possibly an effective way for Congress to 
offer an additional incentive to small busi- 
ness, would be to reduce the fifty-three per 
cent rate in the $25,000-$50,000 bracket of 
corporation income. 


In view of the recent decisions of the Su- 
preme Court in family partnership cases, 
many bona fide family-owned businesses are 
in danger of attack by the Treasury. Will 
these businesses be less vulnerable taxwise 
if the partnership business is transferred to 
a corporation? Possibly they will; but it is 
well to remember that the Treasury will 
probably find a way to nullify a purely tax- 
saving re-allocation of income within the 
family group, regardless of the form in 
which the business is conducted. 


Other Factors 


Many other tax factors must be consid- 
ered in determining whether the partnership 
or the corporation form is most advantageous. 
For example, stockholder-employees of a 
corporation can be included in a pension or 
profit-sharing plan which qualifies for tax 
benefits under Code Section 165; partners 
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may not be included. The same applies to 
social security and unemployment insurance, 
which involve both tax costs and benefits, 
Corporation losses cannot be offset against 
income of the owners from other sources; 
partnership losses can. The corporation can 
defer payment of its income taxes to the 
year following realization of the income; 
partners, on the other hand, must ordinarily 
pay their income taxes in the year the part- 
nership income is earned, even though the 
income may not be distributed to them until 
later. There are also many problems in 
connection with the changeover from one 
form of business to another. What tax, if 
any, is payable on the transfer? What will 
the cost basis of the individual assets of the 
business be in the hands of the new entity? 
Should all, or only part, of the assets be 
transferred? At what time of the year 
should the change be made? Should the 
new entity establish a different fiscal year 
from the old? These are all interesting 
questions, but they are beyond the scope of 
this article. They are mentioned to indicate 
the many complicated questions the small 
businessman must consider in determining 
the form in which his business is to be con- 
ducted. 


Funds for Growth 


Another serious problem of small busi- 
ness at this time is obtaining funds for de- 
velopment and expansion. Although there 
are other aspects to this problem, it is to 
a large extent a tax problem. This is so, 
first, because taxes take so large a cut out 
of business profits and leave so little for 
incentive and growth. Second, in the case 
of a corporation, if the earnings which are 
left after tax are retained in the business, 
they may be subject to a penalty tax under 
Section 102 of the Internal Revenue Code. 


A business of any size may have the 
problem of obtaining funds for development 
and expansion, but it is a problem primarily 
of the small business. The big business 
usually has diversification in its sources of 
income so that a large development project 
or an expansion program can be undertaken 
in one part of the business without affecting 
seriously the earnings and financial condi- 
tion of the entire business. On the other 
hand, the business of the small company is 
usually limited to one line of endeavor, and 
a development project or an expansion pro- 
gram may involve the total financial facili- 
ties of the business and may seriously 
reduce its income for a period of time. The 
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very large business has ready access to the 
organized capital markets; the small busi- 
ness ordinarily has not. It is often difficult 
to obtain capital outside the organized 
capital markets because the possibility of a 
good return is insufficient under existing 
conditions to attract risk capital. Further- 
more, even if the small business can obtain 
funds from outside sources, the owners are 
often reluctant to do so because it is im- 
portant to them to retain control of the busi- 
ness during its growth period. 


As a result, the small business ordinarily 
must obtain its funds for development and 
expansion by ploughing profits back into the 
business. The effect of high tax rates in 
cutting into the funds otherwise available 
from this source is obvious. Profits from an 
individual proprietorship or partnership are 
subject to individual federal income tax 
rates running as high as 86.45 per cent. In 
many states such profits are subject also to 
a state income tax. I have already com- 
mented on the fifty-three per cent rate which 
applies to the second $25,000 bracket of cor- 
porate income. But the small corporation 
faces a further difficulty in that it may even be 
penalized for retaining in the business what 
is left after payment of taxes, by application 
of the penalty tax for unreasonable accumu- 
lation of surplus. 


Possible Application of Section 102 


Section 102 of the Internal Revenue Code 
applies a penalty tax running from 27¥%4 per 
cent to 38% per cent, where profits are ac- 
cumulated for the purpose of avoiding the 
tax which would have to be paid by the 
shareholders if the profits were distributed. 
The tax can be avoided by showing that 
the profits have not been accumulated be- 
yond the reasonable needs of the business. 
During the war, because of the many uncer- 
tainties and the necessity of accumulating a 
reserve for the reconversion period, almost 
any corporation could show a reasonable 
need for retaining its profits in the business, 
and there was not much activity on Section 
102. There is reason to believe now, how- 
ever, that this section will be applied more 
vigorously by the Treasury Department. One 
indication of such intention is the fact that 





1A new development since this article was 
written is the inclusion in the 1946 corporation 
income tax return form of a question request- 
ing an explanation in cases where less than 
seventy per cent of the net profit for the year 
has been distributed. The purpose of this 
question is obviously to supply information to 
be used in the determination of whether Sec- 
tion 102 should be applied. 
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the Bureau’s procedure now requires that on 
every examination the revenue agent must 
make a specific recommendation regarding 


the application or non-application of Sec. 
tion 102.” 


If we consider the facts, it is easy to see 
why the Treasury is increasing its efforts on 
Section 102. Government reports show that 
corporations as a whole realized very large 
profits during the war years, reaching a 
peak of nearly $10,000,000,000 of net earn- 
ings after taxes in 1944. In spite of these 
large profits, total dividend payments ran at a 
rate of less than fifty per cent of net earning; 
during these years. The result has been a 
phenomenal increase in working capital. 
According to a recent report of the Securi- 
ties and Exchange Commission, working 
capital of United States corporations ap- 
proximately doubled between 1939 and 1945, 
Although, of course, the situation will vary 
in individual cases, it appears that the aver- 
age corporation will have a “cushion” of 
working capital which will cause the Treas- 
ury Department to question any further ac- 
cumulations of surplus. 


The recent decision in Trico Products Cor- 
poration v. McGowan, by the United States 
District Court for the Western District of 
New York (July 3, 1946) [46-2 ustc.{ 9338], 
indicates the extent to which Section 102 
may be applied even where the corporation 
has plans for use of the retained earnings for 
future expansion. There the court approved 
the government’s action in applying Section 
102, even though the taxpayer presented 
much -evidence to show its intention to use 
the surplus funds in question for develop- 
ment and exploitation of an important new 
product. Quoting from Semagraph Com- 
pany v. Commissioner, a Tax Court memo- 
randum decision of 1944 [CCH Dec. 
14,086(M)], the court said: ‘There must be 
‘substantial proof of a specific plan, objec- 
tive or contingency which, in the exercise of 
good business judgment, demanded the ac- 
cumulation of the earnings and profits in a 
reasonable and reasonably definite amount.’”’ 


How may the corporation which has a 
legitimate business reason for retaining its 
earnings avoid the Section 102 penalty? It 
must be avoided by showing that the pur- 





2A more recent decision wherein the Tax 
Court applies some of the same reasoning to 
support the government’s imposition of the Sec- 
tion 102 tax is Southland Industries, Inc., 5 
TCM —, Dkt. 3387, October 31, 1946 [CCH Dec. 
15,467(M)]. 
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pose of the accumulation was not to avoid 
taxes payable by the stockholders. This in- 
yolves proving a negative, and probably the 
best way to do it is to show positively what 
the actual purpose behind the accumulations 
was. This purpose might be proved by 
demonstrating that there were definite plans 
for plant expansion, for increased inventory 
to handle an enlarged volume of business, 
for new development work, etc. Account- 
ants and lawyers can perform a service to 
their clients in this respect by advising them 
to build up in their records evidence which 
will support the business purpose behind 
the retention of earnings. Whether or not 
any dividends are paid, the corporation’s 
minutes should show that the subject was 
considered and that the intention was to 
pay as much as was justified by good busi- 
ness considerations. Corporations which 
may have this problem should be advised 
also to avoid advances to stockholders and 
investments which are not directly related to 
the operation of the business. The use of 
funds in this way, is usually a strong indica- 
tion that there are surplus funds which 


could have been used for payment of 
dividends. 


An unusual and interesting problem in 
connection with Section 102, arises from the 
carry-back of unused excess profits credit. 
It can apply only to a year which was sub- 
ject to the excess profits tax. I refer to the 
fact that long after the end of such year an 
excess profits credit carry-back may in- 
crease the amount of profit subject to Sec- 
tion 102. To illustrate this situation, sup- 
pose that a corporation had in 1944 net 
income of $200,000, of which $90,000 was 
subject to the excess profits tax. No divi- 
dend—or only a small dividend—was paid in 
1944, and upon examination of the return 
Section 102 was applied. In this situation 
only the $110,000 (less deduction of income 
tax and any other Section 102 adjust- 
ments) not subject to excess profits tax, 
would be taxed under Section 102, since 
profits subject to excess profits tax were 
exempt from the Section 102 tax. In 1946, 
this corporation has an unused excess profits 
credit of $100,000, which is carried back and 
used in a recomputation of taxes for 1944. 
As as result of this carry-back, none of the 
1944 income is now subject to excess profits 
tax. Since none of the $200,000 profit for 
1944 is subject to the excess profits tax after 
applying the carry-back, all of the profit 
(after deduction of income tax, etc.) is sub- 
ject to Section 102. The corporation might 
be penalized thus on retained 1944 profits 
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which it was thought would be subject to 
the excess profits tax, where it could not be 
known until 1946 that the income would be 
freed from the excess profits tax and thus 
made subject to the penalty tax. Although 
this sounds unreasonable, stranger things 
have happened in taxation, and it is some- 
thing to think about in cases where this 
situation may arise. 


Multiplicity of Taxes and Reports 


The tax problem of chief interest to the aver- 
age small businessman, is the multiplicity of 
taxes and reports to which the business is 
subject. We have innumerable varieties of 
federal, state and local taxes, levied by many 
different taxing agencies. Because there is 
no correlation among the various agencies, 
duplication often results. The number of 
separate taxes is steadily increasing, partly 
by reason of a trend at the present time to- 
ward the imposition of new taxes by cities. 
As the costs of city government increase, 
limitations on property taxation make it 
necessary to obtain new sources of revenue. 
Such taxes usually duplicate those already 
imposed by other authorities. 


Today a small business may be subject to 
dozens of different taxes, including income 
taxes, license taxes, sales taxes, use taxes, 
pay roll taxes and many others. If the 
business is conducted in more than one 
state, it is probably subject to various state 
taxes in each state, possibly with double 
taxation of the same income or transactions. 
There is also the federal withholding tax on 
salaries and wages, which does not have to 
be paid by the businessman but for which 
he has the responsibility and expense of 
collecting for Uncle Sam. 


These taxes in the aggregate constitute a 
heavy burden on commerce, and some of 
them are particularly bad individually—for 
instance, a new city license tax recently en- 
acted in Los Angeles. Lawyers, public ac- 
countants and physicians, among others, 
must pay a license tax if they do business in 
the City of Los Angeles. If a professional 
man in one of the many outlying towns in 
the metropolitan area comes into the city 
for just one engagement, he is supposed to 
pay the Los Angeles license tax. We have 
been much concerned at times about re- 
straints which have existed on interstate 
professional practice; here is a restraint on 
intercity practice within one state. The 
amount of this tax is not large, but it is a 
good example of the many annoying taxes 
which the small businessman must pay. 


(Continued on page 161) 
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.. ESSENTIALLY EQUIVALENT TO Th 


By LEO W. CROWN 


The author is a certified public accountant and is associated with the Chicago 
tax department of a national firm of certified public accountants 


THEN PONTIUS PILATE was con- 

fronted with the question of what the 
truth was, he shrugged his shoulders. In 
a recent decision,’ the Second Circuit Court 
of Appeals, considering the scope of Section 
115 (g), I. R. C., made a similarly enlight- 
ening gesture. It said: 


“cc 


. . perhaps the section covers all can- 
cellations or redemptions which result in 
the distribution of accumulated earnings; 
perhaps there are some purposes for which 
a corporation may reduce its shares and 
distribute such earnings, and yet the dis- 
tribution will not be ‘essentially equivalent’ 
to the payment of a dividend.” 


This sphinx-like meditation reminds us 
of a definition of income tax law, given by 
the same court. Judge Frank, in delivering 
the opinion of the court, said: 


“Income tax ‘law’ is not a matter of pure 
reason. It is a composite of constitutional 
doctrine and interpretations of changing 
statutory provisions each having its history.” 


When we try to give in the following lines 
a synopsis of the various interpretations 
which the courts have placed on Section 
115 (g), we shall follow the definition just 
given. “Pure reason” will be left to tasks 
for which she is better fitted. We shall try 
to outline the history of this statutory pro- 
vision and to discuss those of the numerous 
judicial decisions dealing with it which we 
deem pertinent. 


Legislative History 


After the Supreme Court decision of 
Eisner v. Macomber; fears arose that the non- 
taxability of stock dividends could open a 


1 Kirschenbaum v. Commissioner, 155 F. (2d) 
23 (CCA-2, 1946) [46-1 ustc f 9231]. 

2 Choate v. Commissioner, 129 F. 
(CCA-2, 1942) [42-2 ustc J 9555]. 

3 252 U. S. 189 [1 ustc {| 32]. 
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(2d) 684 


loophole for tax evasion. The constitutional 
doctrine was incorporated in the revenue 
act, but at the same time Section 201 (d) 
was written in the Revenue Act of 192]. 
This section provided: 

“A stock dividend shall not be subject 
to tax but if after the distribution of any 
such dividend the corporation proceeds to 
cancel or redeem its stock at such time and 
in such manner as to make the distribution 
and cancellation or redemption essentially 
equivalent to the distribution of a taxable 
dividend, the amount received in redemption 
or cancellation of the stock shall be treated 
as a taxable dividend to the extent of the 
earnings and profits accumulated by such 
corporation after February 28, 1913.” 


It is one of the ironies of history that 
whereas (we can assume) Mr. Macomber 
sat back and enjoved the victory achieved 
in the courts, Mr. McCumber worried about 
the consequences of this victory. In ex- 
plaining the scope of the proposed Section 
201 (d) to the Senate,* he said: 

“The amendment is for the purpose of 
preventing the provision relating to the ex- 
emption of stock dividends from being used 
for a fraudulent purpose where the dividend 
is simply declared and the stock taken up 
or traded back again in some way so that 
the stockholder be free from tax.” 


The new provision did not prevent another 
tax dodge which would benefit from the 
preferred treatment of liquidating dividends 
and the declaration that stock dividends were 
tax free. What if the corporation made the 
distribution first and thereafter 
stock dividend, leaving the stockholders with 
exactly the same holding as they had before 
in addition to the distributions? The Reve- 


issued a 


‘Congressional Record, Vol. 61, DP. 7507, 
quoted from Seidman, Legislative History of 
Federal Income Tax Laws, p. 782. 
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STRIBUTION OF A TAXABLE DIVIDEND 


nue Act of 1924 inserted in the provision 
quoted above two little words, making the 
new Section 201 (f) read, but if be- 
fore or after the distribution of any such 
dividend. ” Congress felt that thus it 
had prevented a method of evasion under 
the former act.® 


In the following years, it was apparently 
felt that there were still ways to evade 
taxation by the means of corporate dis- 
tributions, and the present wording of Sec- 
tion 115 (g) was incorporated in the Revenue 
Act of 1932. The following is often quoted 
as an example of such evasions: * 


two men [hold] practically the 
entire stock of a corporation for which 
each paid $50,000. The corporation, having 
accumulated a surplus of $50,000 above its 
cash capital, buys from the stockholders for 
cash one-half of the stock held by them 
and cancels it, and the payment is nontax- 
able’ because it is a partial redemption of 
stock. To change this result and make it 
taxable, [the] section (now 115 (g)) was 
written and incorporated into the law.” 


Ever since, the present wording of Section 
115 (g) remains on the books. Let us see 
what the courts did with it.® 


‘ 


Doctrine of Patty v. Helvering 


The Second Circuit ® adopted a doctrine 
which was logical and easy to administer. 
Distinguishing “ordinary” and “liquidating” 
dividends, the latter not being taxable at 
that time, it found: 


*Committee Reports, Seidman, supra, p. 683. 
*House Report No. 1, 69th Congress, ist 
session, p. 5; Senate Report No. 52, 69th Con- 
gress, 1st session, p. 15; House Conference Re- 
port No. 356, 69th Congress, ist session, p. 30. 
‘Under the Revenue Act of 1932. Now liqui- 
dating distributions not falling under Section 
115 (g) are considered as return of capital and 
— as capital gain (Sections 115 (c) and 

4}. 

‘In order to avoid confusion, the section in 
question is always quoted as Section 115 (g) 
and not under the various section numbers in 
which it appeared in the previous revenue acts. 

°98 F. (2d) 717 [38-2 ustc J 9446]. 


“Section 115 (g) applies therefore to all 
dividends which, though ‘liquidating’ in 
form, are not so in fact; and that must at 
least include all which distribute earnings 
capitalized by stock dividends, which have 
themselves been issued to escape taxes. 
Therefore we hold that if redeemed shares 
have been issued bona fide, Section 115 (g) 
never applies.” (Italics supplied.) 

This doctrine has been followed consis- 
tently by the Second Circuit.° The Board 
of Tax Appeals took exception to it, saying 
that this helpful simplification of the prob- 
lem is unacceptable because it is too broad." 
Sut in considering the consequences of the 
Bedford case,” the Second Circuit expressly 
abandoned its doctrine.“ Although the Su- 
preme Court expressed the opinion that 
Section 112 (c) (2), which was considered 
in the Bedford case, should not be carried 
over into 115 (g), the Second Circuit felt 
that the rationale of Bedford made the rule 
of Patty v. Helvering untenable, and repu- 
diated it. 


Unapplied Tests 


Another pragmatical approach to the prob- 
lem has been tried in Flanagan v. Helvering.“* 
Mr. Vinson (then Associate Justice), speak- 
ing for the court, laid down the following 
tests: 


(1) Major parts of the capitalization were 
represented by former earnings. 


(2) Few and small cash dividends have 
been paid. 


(3) Proportional ownership was not changed 
by the distribution. 


(4) The corporation did not manifest any 
policy of contraction, before or after the 
distribution. 


1 Commissioner v. Quackenbos, 78 F. (2d) 156 
[35-2 ustc § 9442]; De Nobili Cigar Company v. 
Commissioner, 143 F. (2d) 436 [44-2 ustc { 9371]. 

1A, EH, Levit, 43 BTA 1077 [CCH Dec. 11,721]. 

12 Bedford v. Commissioner, 325 U. S. 283 [45-1 
ustc J 9311]. 

13 Kirschenbaum v. Commissioner, supra. 

4116 F. (2d) 937 (CA of DC, 1940) [40-2 ustc 
1 9710]. 
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(5) The initiative for the corporate dis- 
tribution came from a stockholder who 
needed cash. 


(6) The corporation has continued to 


operate at a profit. 


The absence of the following tests was 
not held vital for a finding that a distribu- 
tion in liquidation is taxable as equivalent 
to a taxable dividend: 


(a) The maintenance of the same capital 
liability. 
(b) A scheme of tax evasion or bad faith. 


It is unfortunate that this systematic and 
logical approach has not been followed. 
Here and there we find a polite citation of 
this decision, but usually the courts state 
that each case must be judged and decided 
upon its own merits.” The numerous deci- 
sions rendered in application of Section 
115 (g) are, therefore, hard to classify, and 
the quoted decision will be very helpful in 
ascertaining vital criteria for the application 
or non-application of this section. 


Another decision which tries to approach 
the problem from a broader point of view,” 
says the following: 


“Under the earlier decisions there was a 
tendency to examine the intent behind the 
transaction. Whether or not the corpora- 
tion was motivated by a legitimate business 
reason or was guilty of a conspiracy to 
enable its stockholders to avoid income taxes 
incident to the reception of cash dividends. 
[Citations] The more recent decisions, how- 
ever,... have veered away from this déc- 
trine and reached the conclusion that the 
true ‘beacon’ by which the Court must be 
guided is the result accomplished. Did the 
issuance and reacquisition result in a dimin- 
ution of the capital structure of the company? 
Did the transaction result in a restriction 
of the company’s business? Was the reac- 
quisition of stock a partial liquidation? 
[Citations] Under these cases the Court in 
following this ‘beacon’ may, of course, be 
guided by such indications as the existence 
or non-existence of sound business reasons 
for the transaction, whether or not cash 
dividends during the history of the company 
have been fairly proportionate to its earn- 
ings, whether or not the capital stock of 
the company was closely held, and whether 
or not the company at all times was pos- 


1% McGuire v. Commissioner, 84 F. (2d) 431 
[36-2 ustc J 9338]; William W. Wood, TC memo., 
Dkt. 109007 (1943) [CCH Dec. 13,599(M)]. 

16 Fostoria Glass Company v. Yoke, 45 F. 
Supp. 962 (DC W. Va., 1942) [42-2 ustc J 9616]. 


sessed of cash and negotiable securities more 
than adequate to meet its operating needs.” 

Although it would be interesting to analyze 
the course to which this “beacon” would 
guide us, such an analysis will not be at- 
tempted because nearly each decision fol. 
lows a route of its own. We can arrive 
at only a general direction from their com- 
mon point of departure, which is a distri- 
bution in partial liquidation. 


Distribution in Partial Liquidation 


As the law now stands, no distribution 
in complete liquidation will be considered 
as essentially equivalent to the distribution 
of a partial dividend and taxed as such." 
The same principle applies when all the 
stockholdings of a certain stockholder are 
redeemed in such a way that he ceases to 
be interested in the affairs of the corpora- 
tion,” or, in other words, if the purpose 
of the liquidation is not to distribute earn- 
ings but to bring about a separation of a 
shareholder from the corporation.” 


We are concesned, therefore, only with 
those cases where a corporation, without 
being liquidated, redeems stock from its 
stockholders who remain stockholders. It 
is not necessary that the stock be cancelled. 
If it is redeemed and held as treasury stock, 
its redemption can still be held as equivalent 
to the distribution of a taxable dividend.” 
The fact that the distribution is not pro rata 
among the stockholders, will not prevent 
a treatment of such a distribution as sub- 
stantially equivalent to a taxable dividend.” 
In one isolated and non-acquiesced case it 
was held that where there was a sale of 
the stock to the corporation, Section 115 
(g) did not apply. It is doubtful that such 
an argument would be again successful.* 


17 Section 29.115-9 of Regulations 111; Rudolph 
Boehringer, 29 BTA 8 [CCH Dec. 8226], petition 
for review dismissed (CCA-3, 1936). 

18 Section 29.115-9 of Regulations 111. 

19 Clara Louise Flinn, 37 BTA 1085 [CCH Dec. 
10,061]. 

20 James D. Robinson, 27 BTA 1018 [CCH Dec. 
7974], aff'd 69 F. (2d) 972 (CCA-5) [4 ustc 11263]; 
Harry Banner, Abraham Kirschenbaum, TC 
memo., Dkts. 3655, 3656 (1945) [CCH Dec. 
14,472(M)], aff'd as Kirschenbauwm v. Commis- 
sioner, supra. 

21 Lincoln National Bank, Exr., 23 BTA 1303 
[CCH Dec. 7135], aff’d 63 F. (2d) 131 [3 vustc 
{ 1030]; Ennalls Waggaman, 29 BTA 473 [CCH 
Dec. 8308], aff’d 78 F. (2d) 721 [35-2 ustc 19377], 
cert. denied 296 U. S. 618; Hugh H. Miller, 
25 BTA 418 [CCH Dec. 7414], petition for review 
dismissed (CCA-2, 1933); J. Natwick, 36 BTA 
866 [CCH Dec. 9807]; Leopold Adler, 30 BTA 
897 [CCH Dec. 8596]; and others. 

2 Alfred A. Lann et al., 26 BTA 764 [CCH 
Dec. 7692]; NA. XI-2 CB 14, 1932. 
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Redemption of Stock Dividends 


The legislative history of Section 115 (g) 
would lead us to the belief that any redemp- 
tion of stock which has been issued as stock 
dividends will be held taxable as a dividend. 
It must be stated emphatically that such a 
general belief would be absolutely wrong. 
Redemption of a stock dividend may or may 
not be taxed under Section 115 (g), accord- 
ing to various circumstances. Where the 
stock dividend was issued without apparent 
business reasons and redeemed shortly 
thereafter, again without justification by 
grounds inherent in the business; where the 
same stockholder who received the distri- 
bution retains substantially the same dom- 
inant interest in the corporation; or where 
the process of issuing and redeeming stock 
dividends is repeated over and over again, 
there can be no doubt that the distribution 
will be taxed as an ordinary dividend. In 
one case, the original preferred stock had 
been issued as a stock dividend and later 
was supplanted by a common stock dividend. 
The Board found that there was no proper 
refinancing of the company, but rather a 
“definancing”’; and as there was no tax-free 
reorganization, Section 115 (g) was appli- 
cable.” 


Finally, we have the problem of the re- 
demption of stock which was originally 
issued as a stock dividend but is redeemed 
from a party who in the meantime has pur- 
chased the stock for value. It would seem 
inequitable to tax the redemption price to 
him as ordinary income and leave him with 
a capital loss equal to the purchase price. 
On the other hand, the recipient of the 
stock dividend would report only part of 
the sales price as capital gain at the time 
of the sale, applying the balance to the 
basis of his old stock. This dilemma has 
been solved in favor of the taxpayer,” the 
court holding that Section 115 (g) did not 
apply in the case of an innocent purchaser 
for value. Recently, a certain doubt has 
been cast upon this rule, when another Cir- 
cuit Court of Appeals said: 





*% Shelby H. Curlee, 28 BTA 773 [CCH Dec. 
8172], aff'd 76 F. (2d) 472 (CCA-8) [35-1 vustc 
{ 9169], cert. denied 296 U. S. 599 (1935); Wm. 
T. Brown, Jr., 79 F. (2a) 73 (CCA-3) [35-2 ustc 
' 9526]; C. A. Goding et al., 34 BTA 201 [CCH 
Dec. 9276], petition for review dismissed 
(CCA-6, 1938); Arthur M. Godwin, 34 BTA 485 
(CCH Dec. 9397]; Smith v. U. 8., 34 F. Supp. 
947 (DC Del.) [40-1 ustc { 9672], aff'd 121 F. 
(2d) 692 (CCA-3, 1941). 

_* Annie Watts Hill, 27 BTA 73 [CCH Dec. 
7814]; aff'd 66 F. (2a) 45 (CCA-4) [3 ustc f 1127]. 


* Parker v. U. S., 88 F. (2d) 907 (CCA-7) [37-1 
uste § 9137], 
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“We need not consider whether Parker 
v. United States is correct. For, even as- 
suming arguendo that it is. * Well, 
let us assume that it is. 


No case has been found in which it has 
been considered whether the fact that the 
stock dividend was taxed when issued was 
a bar to the assertion of Section 115 (g). 
When the original distribution was a tax- 
able dividend, the redemption of the dividend 
decidedly should not be taxed again. 


Redemption of Paid-in Stock 


After reviewing the legislative history, we 
are not surprised that even when the re- 
deemed stock has been paid in, a redemption 
can be equivalent to a taxable dividend. 
The Tax Court held so in a recent case, 
although Judge Murdock, dissenting, could 
not see how the example brought out in 
the discussion of Congress fitted the facts 
of the particular case.” It is not necessary 
to repeat the circumstances of cases in which 
such a redemption has been held taxable 
as an ordinary dividend. All of these cases, 
as well as those in which stock issued by 
means of a stock dividend has been re- 
deemed, fall under the definition given by 
the Board of Tax Appeals: 


“ 


. it was intended that a distribution 
accompanied by a reduction in stock, accom- 
plished by one of the means specifically 
prescribed in the statute, is to be regarded 
as a distribution in liquidation and tax im- 
posed upon it as upon a liquidating dividend, 
unless the circumstances surrounding the 
stock reduction indicate that the distribu- 
tion is ‘essentially equivalent’ to an ordinary 
dividend and should be taxed as such.’”™ 


We shall examine, therefore, the circum- 
stances which take a redemption out of the 
class of distributions in liquidation and make 
them taxable as ordinary dividends. 


Distribution Without Surrender 


Before we start a further analysis of 
cases, we should call attention to two sec- 
tions of the Regulations,” the first of which 
hides under the innocuous heading “Basis 





26 De Nobili Cigar Company v. Commissioner, 
supra, 

21 Bertram Meyer, 5 TC 165 [CCH Dec. 14,583], 
vacated and remanded on other grounds, 154 F. 
(2d) 55 (CCA-3, 1946) [46-1 ustc { 9197]. 

22 Henry B. Babson, 27 BTA 859 (CCH Dec. 
7954], aff'd 70 F. (2d) 304 (CCA-7); Mertens, 
Law of Federal Taxation, § 9.119. 

2 Section 29.113(a)(12)-1 and Section 23.112 
(g)-5 of Regulations 111. 
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of property established by the Revenue Act 
of 1932.” They state that if a shareholder 
receives in a reorganization stock or securi- 
ties in a reorganized corporation without 
surrendering shares in one of the reorgan- 
ized corporations, such a distribution falls 
within Section 115 (g). This provision does 
not present much of a problem, but is men- 
tioned here for completeness. 


Business Purpose 


If a good and sufficient business purpose 
for the transaction existed at the time the 
redeemed shares were issued, as well as 
at the time when the redemption took place, 
the distribution will be considered not essen- 
tially equivalent to the distribution of a tax- 
able dividend.” It would require another 
article to describe and discuss what has 
been recognized by the courts as a good 
and valid business reason. We would have 
not only to consider cases in which Section 
115 (g) was involved, but also to scan the 
reorganization decisions since Gregory wv. 
Helvering and to reconcile them with the 
decisions under review. Therefore, only one 
of the reasons particular to Section 115 (g) 
will be considered, namely, an expansion 
of business which necessitated a capitaliza- 
tion of earnings and a subsequent contrac- 
tion of business. In cases in which the 
corporation adapted itself to the business 
cycle, distributing funds which appeared to 
cause an overcapitalization, these legitimate 
needs of business were recognized and the 
distribution was held taxable as a distribu- 
tion in liquidation and not as equivalent to 
a dividend” Under present statutory provi- 
sions, this distinction means that the part 
of the distribution which is not allocated 
to the basis of the stock, is taxed at capital 


%° W. & K. Holding Corporation et al., 38 BTA 
830 [CCH Dec. 10,460], petition for review dis- 
missed (CCA-2, 1941); Goldstein v. Commis- 
sioner, 113 F. (2d) 363 (CCA-7) [40-2 ustc 
§ 9513]: Smith v. U. S., supra; Henry B, Bab- 
son, supra; Bona Allen, 41 BTA 206 [CCH Dec. 
10,980]; A. EH. Levit, supra; Annie Watts Hill, 
supra; William Swindells et ux., 44 BTA 336 
[CCH Dec. 11,794]; Waldo W. Wilson, 44 BTA 
1274 [CCH Dec. 12,047]; United National Cor- 
poration, 2 TC 111 [CCH Dec. 13,295]; Harry 
Banner, Abraham Kirschenbaum, supra; Alice 
H. Bazley, 4 TC 897 [CCH Dec. 14,423], aff'd 
155 F. (2d) 237 (CCA-3, 1946) [46-1 ustc 9238]; 
cert. granted October 14, 1946; H. F. Asmussen, 
36 BTA 878 [CCH Dec. 9808]; and others. 

3 Edwin L. Jones, BTA memo., Dkt. 106135 
(1942) [CCH Dec. 12,863-C]; Samuel A. Upham, 
4 TC 1120 [CCH Dec. 14,484]; Rollin C. Rey- 
nolds, 44 BTA 342 [CCH Dec. 11,796]; John P. 
Elton, 47 BTA 111 [CCH Dec. 12,556]; Heber 
Scowcroft Investment Company, TC memo., 
Dkts. 5393-5403 (1945) [CCH Dec. 14,675(M)]. 


gain rates rather than as ordinary income 
It goes without saying that this expansion 
and subsequent restriction were clearly re- 
flected by the results of operations and clearly 
established by evidence. As most of the 
cases had their origin in the expansion after 
World War I and in the depression of the 
thirties, they will be of great value in future 
cases of readjustment of the capitalizations 
of companies from the exigencies of the 
war economy to a normal business level, 


Another question as to business purpose 
is: Who shall be benefited? Is there such 
a sharp distinction between the juristic 
being, the corporation, and the group of 
shareholders who contributed their capital 
and quite often their personal knowledge 
or skill, as to warrant a sharp dividing 
line? This question was brought out clearly 
in the dissent in a three-to-two decision * 
based mainly upon this question. As cer- 
tiorari has been granted, it is to be hoped 
that the Supreme Court will consider this 
question in its decision. 


Scheme of Tax Evasion 


It was not the intention of Congress to 
punish the distributee for receiving a dis- 
tribution ‘coming within Section 115 (g). 
The provision was enacted in order to avoid 
tax evasion. Therefore, “neither artitice, 
subterfuge nor bad faith need be present 
to bring a transaction within the meaning 
of the statute here involved for as we read 
the law a taxpayer may well act with 
the utmost good purpose and without evil 
intent and the transaction may be in effect 
the equivalent of the distribution of a tax- 
able dividend.” * 


There can be no objection to such an atti- 
tude. We must heartily agree with cases 
where it has been tried to elevate artifice 
above true facts. For example, a corpo- 
ration, unable to pay a regular dividend 
due to state law, authorized a “liquidating 
dividend,” which was computed by dividing 
profits for one year by the number of 
shares and avoided the imposition of surtax 
on undistributed earnings under Section 27 
of the Revenue Act of 1936." It is evident 
that under such a set of facts the tax under 
Section 115 (g) was properly applied. But 
in another case it had been said: 


# Sections 115(c), 117 and 113, I. R. C. 
8 Alice H. Bazley, supra. 

%* McGuire v. Commissioner, supra. 

% Waldo W. Wilson, supra, 
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But 


“Petitioner Was conscious of the benefits 
in tax savings and admitted that the tax 
features of the case constituted one con- 
sideration for the adoption of the procedure 
followed. Petitioner’s case is weaker 
jor this reason.” ™ 


It is to be hoped that the application of 
Section 115 (g) will not disturb the settled 
law that a taxpayer has the right to adopt 
a procedure which will result in the lesser 
tax, if he can do so within the law. 


For a distribution to be essentially 
equivalent to the distribution of a taxable 
dividend, it must be a distribution of earn- 
ings as defined by Section 115 (a). A dis- 
tribution of capital cannot be considered 
4 dividend. On the other hand, Section 
115(b) creates a presumption which we 
could describe as a kind of last-in, first-out 
rule. Each distribution is deemed to be a 
distribution of those earnings which were 
last earned. Before we go on to reconcile 
these rules of law with Section 115 (g), we 
shall explain why the use of the wording 
of Sections 115 (a) and (b) has been so 
carefully avoided in the foregoing lines. 
It seems to the writer that the terminology 
of the Code is not quite adequate when it 
“distributions out of earnings.” 
Earnings are abstract 


discusses 
and, unless repre- 
sented by cash or other assets which are 
not reduced by liabilities, more or less 
balancing figures on the books and state- 
ments of an enterprise. A corporation can 
distribute its earnings only if they have 
been reduced to assets. If it is a going 
concern, it can distribute only cash or other 
assets and charge the distribution against 
capital or surplus. For these reasons, we 
shall avoid the wording of the Code and 
talk about distributions chargeable against 
capital or against accumulated earnings. 


It is clear that a taxpayer cannot avoid 
taxation by charging or crediting an amount 
arbitrarily against capital. A distribution 
will not be regarded as not being a divi- 
dend only because the corporation charged 
it against its capital account. By the same 
token, amounts properly transferred from 
surplus to capital account for reason of 
capitalization of earnings, do not lose their 


“William W. Woods, supra. 


_———}$3$ 


Essentially Equivalent to a Taxable Dividend 


substance as part of earnings.” On the 
contrary, if it is found that any distributed 
earnings were not recorded as such on the 
books of the corporation, “the effect upon 
the corporation’s earned surplus for pur- 
pose of future tax computation would be 
to reduce it, regardless of the treatment of 
that surplus on the corporation’s books.” * 


Conclusion 


Section 115 (g) applies in partial liqui- 
dations only. It has no application where 
a corporation is completely dissolved or 
where the corporation liquidates all the 
holdings of one or more stockholders. In 
certain situations, reorganizations are not 
held to be tax free; and a distribution in 
such a reorganization may be held taxable 
under Section 115 (g). On the other hand, 
a distribution in reorganization which is 
taxable under Section 113 (c) shall be con- 
sidered under this section; and its con- 
tents, although somewhat similar to Section 
115 (g), shall not be carried over into the 
latter section, 


It makes no difference whether the re- 
deemed stock was originally distributed as 
a stock dividend or paid in. In both eventu- 
alities the circumstances of each case will 
be decisive for the question, whether such a 
distribution be considered partly as return of 
capital and partly as capital gain under Section 
115 (c), or will be taxed as an ordinary 
dividend under Section 115 (g). Certiorari 
has been granted quite recently in two cases 
involving Section 115 (g).” They will be 
the first decisions by the Supreme Court 
concerning this much litigated section. Let 
us hope that they will remove many doubts 
as to its exact scope which remain in spite 
of the numerous cases decided by the lower 


courts, [The End] 


* Authority for this statement is not only the 
Sansome rule, but practically all the stock divi- 
dend cases quoted above. It should also be 
noted that a distribution chargeable to earn- 
ings which were tax free to the corporation. 
does not avoid the application of Section 115(g). 
R. N. Weyerhaeuser, 33 BTA 594 [CCH Dec. 
9155]; Chas. F. Ayer, 12 BTA 284 [CCH Dec. 
4027]. 

*% Adam A, Adams, 5 TC 351 [CCH Dec. 14,631]. 
aff'd 155 F. (2d) 246 (CCA-3, 1946) [46-1 ustc 
1 9238]. 

% Alice H. 
Adams, supra. 


Bazley, supra, and Adam A. 






























































































































































































































































































































































HE TAX COURT recently affirmed an 

assault by the Treasury in an appeal by 
a taxpayer’ involving deductions not allow- 
able by reason of the operation of Section 
24 (c) of the Internal Revenue Code.’ 


This case has a practical bearing on 
salary or interest deductions contemplated 
by small corporations, especially where con- 
trol is exercised by one or a few stockhold- 
ers. Furthermore, it attempts to interpret 
the legislative intent of the Congress when 
it enacted Section 24 (c) into law. 


The petitioner’s argument cited and re- 
lied upon an earlier case exactly in point, 
which upheld the taxpayer and overruled 
a previous opinion of the Tax Court.’ 


1 Anthony P. Miller, Inc., 7 TC —, No. 89 
[CCH Dec. 15,377], promulgated September 17, 
1946. 

2 Section 24—Items not deductible: 

c. Unpaid expenses and interest: In computing 
net income, no deduction shall be allowed under 
section 23 (a) relating to expenses incurred, or 
under section 23 (b) relating to interest ac- 
crued— 

1) If such expenses or interest are not paid 
within the taxable year or within two and one- 
half months within the close thereof; and 

2) If by reason of the method of accounting 
of the person to whom the payment is to be 
made, the amount thereof is not, unless paid, 
includible in the gross revenue of such person 
for the taxable year in which or with which the 
taxable year of the taxpayer ends; and 

3) If. at the close of the taxable year of the 
taxpayer or at any time within two and one-half 
months thereafter, both the taxpayer and the 
person to whom the payment is to be made are 
persons between whom losses would be allowed 
under section 24 (b). 

3 Musselman Hub-Brake Company v. Commis- 
sioner, 139 F. (2d) 65 (CCA-6, 1943) [43-2 ustc 
| 9666). 


By 
ALFRED KAPLAN 


In deciding the Section 24 (c) issues in- 
volved, the earlier case was compared, and 
the majority opinion of the Tax Court ex- 
pressly disagreed with the results reached 
therein by the Circuit Court of Appeals, 
on the grounds that the opinion of the higher 
court did not reflect Congressional intent. 
Accordingly, it would seem that the Tax 
Court decision only confuses the issues be- 
cause of the conflict of authorities. 


It is to be noted, however, that in a vigor- 
ous six-man dissent the minority agreed 
with the appellate court’s reasoning in the 
earlier case, and pointed out that the 
rationale expressed therein should be fol- 
lowed in the instant case because it is pre- 
cisely in point. 

Briefly, the facts involving the Section 
24 (c) issues in this case were found to be 
as follows: 


The petitioner, using the accrual method 
of accounting and reporting on a calendar 
year basis, employed Anthony P. Miller, its 
controlling stockholder, as president and 
chief executive. Mr. Miller used the cash 
basis of reporting income. The latter’s total 
compensation for 1940, amounting to $42,000, 
was accrued on the petitioner’s books for 
that year. In liquidation of this liability, 
the petitioner caused to be delivered to 
Miller on January 1, 1941, two notes, pay- 
able on demand, in full payment of salary 
and other items not here pertinent. Miller 
did not present these notes for payment 
until December 31, 1942, at which time they 
were paid in full. It was further estab- 
lished that the petitioner had sufficient 
assets to pay the notes at all times. There- 
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fore, it appears that their value was equiva- 
lent to par at the date of execution. In its 
tax return for 1940, the petitioner deducted 
the salary as an expense, and Miller re- 
ported the same amount in his gross income 
for the same year. Basing his determination 
upon an examination of the petitioner’s 
books and records, the Commissioner dis- 
allowed the deduction on the grounds that 
the coexistence of the three conditions ‘ 
prevented the deduction otherwise allowable 
under Section 23. 


An analysis of the majority opinion re- 
veals no conflict with the court’s ruling 
that 24 (c)-3 did exist. However, the 
rationale expressed in holding that 24 (c)-2 
also existed appears contrary to the legis- 
lative intent in enacting the entire section. 
The Tax Court states in its opinion that 
“the fact that Miller included such com- 
pensation in his income tax return for 1940 
does not affect the merits of the controversy 
before us. Within the meaning of section 24 
(c), deductibility by petitioner of the item 
in question is not determinable by what 
Miller may or may not have done in respect 
to reporting such item for income tax pur- 
poses. The application of 24 (c) depends 
solely upon whether the item sought to be 
deducted by petitioner was includible for 
tax purposes in Miller’s income for the year 
of its deduction.” 


Congressional Intent 


To analyze the above argument, it is neces- 
sary to ascertain the intent of the Congress 
when it enacted this section. It was endeav- 
oring to correct an abuse that had grown 
up with small corporations, which frequently 
accrued salary and other expenses that were 
never picked up by their ostensible reci- 
pients, or payments to them deferred until 
a favorable year. Since these creditors were 
on a cash basis, they never reported such 
income until received. Inasmuch as Miller 
reported this income in the same year as 
the deduction, it appears that this avoidance 
condition was not present in the instant case. 
It would seem that the reporting by Miller 
had great merit regardless of his method of 
accounting, since it satisfied the legislative 
intent and put him outside the class of tax 
avoidance. That was the intent of Congress 
when it enacted this section, regardless of 
the fact that the petitioner’s controlling stock- 
holder did not receive actual cash during 
the two and one-half months’ grace period, 
as provided under subsection (1). 


‘Section 24 (c), I. R. C. 


Confusion in 24(c) 


Alfred Kaplan 


The author is a certified public accountant 
of Boston, Massachusetts 


In deciding similar issues in an earlier 
case, which overruled a decision of the Tax 
Court,® the Circuit Court pointed out that 
“taxing statutes must be applied within reason- 
able limits and construed in the light of 
their purpose, and one designed to prevent 
tax avoidance may be liberally interpreted 
in favor of the taxpayer by confining its 
scope to the object of its creation.” 


Applying the above rationale to the present 
case, it would seem that Miller’s inclusion 
of the entire salary in income for 1940 
satisfied the law, which ipso facto negatived 
the application of Section 24 (c) 1 or 2, 
the absence of any one of these factors being 


fatal to the Commissioner’s determination of 


a disallowance of an otherwise allowable de- 
duction. 


Lake Case 


In the majority opinion in the present case, 
the court relied heavily upon a prior case 
decided against the taxpayer.* Comparison 
of the present case with the prior one indi- 
cates a situation existing in the earlier case 
which justified the tax, since it came within 
the legislative intent of the Congress. In 
that earlier case, the petitioner in 1939 de- 
ducted as an expense interest which was not 
due or payable until January 1, 1940. Fur- 
thermore, the recipient or controlling stock- 


5 Musselman Hub-Brake Company v. Commis- 
sioner, supra. 


6P. G. Lake, Inc., 4 TC 1 [CCH Dec. 14,118]; 
aff’d 148 F. (2d) 898 [45-1 ustc { 9267]. 
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holder did not include it in his 1939 return, 
but in his 1940 return, that being the year 
in which he received the income. Since 
the interest was not paid until after the 
two and one-half months’ grace period had 
expired, all three conditions of Section 24 
(c) coexisted, and were fatal to the peti- 
tioner’s deduction in the earlier year. It 
would seem that the major distinction be- 
tween the present case and the Lake case is 
that Miller actually reported the income in 
the same year in which it was taken as a 
deduction. This fact, in the writer’s opinion, 
brings Miller clearly within the scope of 
having satisfied the congressional intent by 
paying his tax, which ipso facto sets it apart 
from 24 (c). 

The Tax Court next pointed out that 
application of Section 24 (c) was substan- 
tially a matter of interpretation of subsection 
(1), as it appeared that here the other sub- 
sections were merely a matter of form. The 
word “paid” being the substantial issue in- 
volved under this subsection, the majority 
report cited numerous cases and authorita- 
tive interpretations of the magic word “paid.” 
The court also based its decision on the 
grounds that “the word ‘paid’ as used in 
section 24 (c)-1 means paid in actuality in 
cash or its equivalent, and that the giving of 
one’s own note for one’s obligation is not 
such payment.” Its opinion in this respect 
stemmed from the fact that the word “paid” 
has an accepted and customary meaning of 
“paid in cash or its equivalent”; therefore, 
they argued that to satisfy the legislative 
intent, these obligations would have to be 
discharged in this way in order to effectuate 
the purposes of that statute. 


An analysis of the rationale expressed 
above would indicate that the Tax Court 
was placing a restrictive interpretation upon 
the word “paid.” 


Connotation of ‘‘Paid’’ 


With the same issues and facts involved 
in an earlier case,’ the Circuit Court pointed 
out that “the word ‘paid’ must be defined 
in its context, setting, and in the light of 
legislative history of the enactment to de- 
term'ne whether a deduction by the debtor 
must be paid in cash or made available to 
creditors in such form as would require them 
to include the deduction in their gross in- 
come.” The court also interpreted the mean- 
ing of words or phrases when it stated that 
“the rule that their use in a statute is to be 


7 Musselman Hub-Brake Company v. Commis- 
sioner, supra, 


taken and understood in their plain, ordinary, 
and popular sense is not always to be fol- 
lowed in construing the language of taxing 
statutes. If it is clear from the purpose of 
the statute read in the light of the whole 
subject to which it relates, that Congress 
used the words therein in a broad or differ- 
ent sense from that which would ordinarily 
be attributed to them, such words and phrases 
must be given the meaning intended by 
Congress.” The Circuit Court further com- 
mented that use of these words in a narrow 
or restrictive sense merely distorted the stat- 
ute. Furthermore, it placed much importance 
in the fact that the creditor reported in his 
gross income the deductible items which the 
petitioner had claimed in its income tax 
return, and then reasoned that constructive 
receipt in this instance has a corollary, which 
is constructive payment. Accordingly, by 
an orderly process of reasoning, the Circuit 
Court combined Section 23, Section 24 (c) 
and the legislative history of 24 (c) to reach 
the conclusion that under the present sec- 
tions, Congress meant the word “paid” to 
embrace the broad meaning that debts were 
paid when the deductions constituted income 
actually or constructively to the creditor. 
On this basis the court ruled that there 
was no tax evasion in fact, since the end 
which the enactment of Section 24 (c) sought 
to remedy was not present. 


In the writer’s opinion, the cases cited 
and relied upon by the majority of the Tax 
Court in the present appeal are not squarely 
on point; in fact, the case which was exactly 
parallel to the subject issue and was decided 
in favor of the taxpayer, was given short 
shrift by the majority opinion when the 
court declined to follow that decision. 


Need for Supreme Court Decision 


Tt would appear, therefore, that what is 
needed now is a decision by the Supreme Court 
in order to clarify the legislative intent of 
the Congress when it enacted Section 24 (c). 
Since this is a question of law and not of 
fact, the Dobson doctrine is not controlling 
herein; therefore, an appeal would be in 
order for a review by the Circuit Court. 


Furthermore, any taxpayer confronted by 
this question should not go into the Tax 
Court until this issue has been finally ad- 
judicated by the court of last resort. 


In the final analysis, the problem is not 
to classify or define some “weasel” words, 
but to ascertain legislative intent. 


[The End] 


re 


154 February, 19447 @ TAX ES—The Tax Magazine 





& 


h 
t 


—_ Ww 


ry } 
Le 
or | 
bere 
into 
sion 
for 
are 
whi 
sun 
the 
erty 
ioll 
lial 
wh 
lati 
rec 
the 
me 


ho 


“SUBJECT TO A MORTGAGE” 
Part II] 


By FRITZ L. BRAUNFELD 


Mr. Braunfeld, in the sequel to his articles of the same title which appeared in 

the May, 1946, and June, 1946, issues of TAXES—The Tax Magazine, treats the 

subject of computing depreciation and gain or loss on the sale of over-encumbered 

property. The author, a Chicago attorney, holds the degrees of Dr. Juris, and 
J. D., University of Chicago 


TNNHE QUESTION of how to 
I compute depreciation and gain 
or loss on the sale of over-encum- 
bered property has recently come 
into the foreground.’ The provi- 
sions of the Internal Revenue Code 
for the computation of gain or loss 
are contained in Section 111(b), 
which fixes the selling price as “the 
sum of any money received plus 
the fair market value of the prop- 
erty (other than money) received.” It 
iollows that where the buyer assumes the 
liability to pay the mortgage debt of a seller 
who is personally liable, the relief of the 
latter is the “property (other than money)” 
received by him. The fair market value of 
the relief equals the face amount of the 
mortgage. Where, however, the seller was 
not personally liable, he is not relieved from 
a liability to pay, but he is relieved from 
his liability to yield the property in case of 
default. The fair market value of the relief 
irom this liability is identical with the 
amount of the mortgage liability since the 
seller may obtain that much relief by paying 
it; but there is one exception: it cannot 
exceed the value of the property, for we 
INay assume that the owner would yield the 
over-encumbered property instead of paying 
the mortgage debt. In this situation it 


‘The problem has already been discussed by 
the author in TAXES—The Tax Magazine, in 
the May and June issues, 1946, pp. 424-446 and 
9357-561. The object of this article is to discuss 
questions raised recently in the two law re- 
views cited below. For better understanding 
the main conclusions of the author’s previous 
mony in TAXES are given at the outset very 
riefly. 


“Subject to a Mortgage” 


makes no difference to the seller 
whether or not the buyer assumes 
his liability. Whenever the seller 
transfers his property “subject to 
the mortgage,” the relief from the 
liability to veld forms part of the 
price and is to be considered in 
computing selling price and basis, 
similarly as where he _ obtains 
relief from the liability to pay the 
mortgage.” 


Prescribed Method 


The method prescribed by Section 111(b) 
of the Code—it is submitted—excludes the 
use of mere equities for the computation 
of gain or loss on the sale, since it provides 
that the selling price consists of the money 
plus the value of the property other than 
money received. It is obvious that whenever 
property encumbered with a mortgage is 
sold, at least the liability to yield is trans- 
ferred to the buyer; and whether or not 
the mortgage is mentioned in the sales con- 
tract, the relief of the seller should be 
regarded as property received by him. This 
relief forms, therefore, for income tax pur- 


2 Accordingly, the selling price of property 
with a value of $100 sold for $100 is computed 
as follows: If the mortgage is $50, it will con- 
sist in the assumption of this mortgage (or the 
taking of the property ‘‘subject to the mort- 
gage’’) increased by a payment of $50, or, if 
the mortgage is $100, in the assumption of the 
mortgagor’s liability (or again the taking of 
the property ‘‘subject to the mortgage’’). From 
this it appears that, aside from exceptional situ- 
ations, the effect of the mortgage on the price 
is the same, and, therefore, the selling price is 
the same, namely, $100. 
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poses, part of the selling price in the normal 
case * where in fixing the price the mortgage 
is deducted. The parties, then, may deal 
in equities; but for tax purposes the com- 
putation can be made only under the method 
prescribed by Section 111(b).* 


Though these principles yield workable 
results if correctly applied to a given situa- 
tion, the transfer of over-encumbered prop- 
erty by an owner who is not personally 
liable for the mortgage has recently given 
rise to discussion. The proposals made to 
overcome the purported difficulties are to 
cease deducting depreciation when there was 
no “book equity” on the acquisition or when 
it later was lost by mortgaging, and in cases 
where the parties buy and sell “a mere 
equity” to compute depreciation and gain 
(or loss) only on equities. 

It is submitted that these methods are 
unsound and superfluous and that the method 
outlined in the beginning of this article 
enables us to cope adequately with the 
problem. 

Of the various methods, the most interest- 
ing is that proposed by the author in the 
University of Chicago Law Review because 
he does not confine himself to the consider- 
ation of the mortgage which forms part of 
the purchase price, but also includes in his 
proposals the mortgage taken out long after 
the acquisition of the property. 


Economic Loss as Test? 


The author starts with the following state- 
ment. Depreciation deductions are allowed 
in order to compensate for loss of capital 
due to wear and tear with the passage of 
time,® and are figured upon a constant valu- 
ation.” The ultimate test of the right to 
deduct depreciation is economic loss suf- 
fered;® therefore, if the mortgage exceeds 
the value of the property, either because 
the property depreciates while the value of 
the mortgage remains unchanged, or if a 
new mortgage is added so that there is no 
“book equity” any more, or never was, then, 





3 For exceptional situations see TAXES—The 
Tax Magazine, May, 1946, p. 433, footnote 26, 
and p. 442. 

4 Ibid., p. 433. 

5 University of Chicago Law Review, June. 
1946, pp. 510-518; Columbia Law Review, May. 
1946, pp. 486-489. Crane v. Commissioner, 3 TC 
585 [CCH Dec. 13,847]; rev’d 153 F. (2d) 504 
(CCA-2) [46-1 ustc { 9123]; cert. granted April 
29, 1946. 

* University of Chicago Law Review, June, 
1946, p. 511, footnote 10. 

1 Ibid., p. 511. 


8 Ibid., p. 515, footnote 20. 
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the author concludes, the economic loss no 
longer is born by the mortgagor, and no 
deduction should be allowed to him. 


The last conclusion is contradictory to the 
first statements. As far as the mortgage is 
concerned which forms part of the Price, 
and therewith part of the invested capital, 
there is no doubt that in operating the 
depreciable property the invested capital js 
exhausted in the course of time. As this 
invested capital, the cost, is to be recovered 
by the depreciation deduction, it must be 
ascertained in each individual case. The 
value of the property at the time of transfer, 
as well as any variation of the value there- 
after, has no bearing on the current deprecia- 
tion deduction. The owner is not supposed 
to be in a position to replace the property 
by similar property after its useful life has 
been exhausted, but he is supposed to have 
recovered the capital he invested, the cost 
of the property. As long as this aim has 
not been reached, the depreciation deduction 
serves its purpose, and the taking of it is 
necessary to achieve the intended result. 


The depreciation deduction, then, is de- 
pendent only on the cost, but quite inde- 
pendent from the value of the property at 
the time of acquisition or at any time there- 
after. 

As to the mortgage which is taken out 
after the acquisition of the property and 
therefore does not form part of the cost, 
the proposal that depreciation should cease 
as soon as the encumbrance exceeds the 
value of the property is sustainable only 
under the assumption that the owner by 
encumbering his property regains his invest- 
ment up to the amount received. But an 
amount can be said to have been recovered 
only if the owner is under no liability to 
repay it. Mortgaging, however, results in 
a debt and not in a recovery of capital, and 
has, therefore, no bearing on the deprecia- 
tion allowance. 


Mortgaging Is Not Selling 


The proposition that mortgaging amounts 
to a sale or partial sale, is also contrary 
to the provisions of the Internal Revenue 
Code. It is not applicable in the states 
which recognize the lien theory, and even 
in those states which administer the title 
theory its rule is confined to the realm oi 
the state law. For the purpose of federal in- 
come taxation, however, the Internal Revenue 
Code sets its own standards in determining 
what a sale is, and no transaction which 
does not yield taxable gain or loss can 
properly be called a sale. The Internal 
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Revenue Code never treats the owner who 
mortgages his property as having sold part 
or all of it; no immediate tax consequence 
ensues from mortgaging. Therefore, in a 
title state, the mortgagee may be treated 
by state law as the owner of the title; nev- 
ertheless, for income tax purposes, he be- 
comes only a creditor secured by a lien on 
the property, just as in a state using the 
lien theory. 


Two Distinct Transactions 


The fact is that there are two separate 
and distinct transactions, the operation of 
depreciable property and the mortgaging 
thereof. The first results necessarily in a 
measurable loss by wear and tear, the size 
of which is fixed by the price paid for the 
property. Hence, as long as operating the 
property causes continuous loss of capital, 
it is the loss of the owner who has invested 





the capital, and this loss is to be recovered 
by the depreciation deduction. The incur- 
ring of debts, even of those for which the 
property becomes liable in the first instance, 
has no bearing on the allowed recovery of 
the investment. 


Understatement of Depreciation 


Generally it must be said against every 
method which involves stopping of the de- 
preciation deduction that thereby the depre- 
ciation must be understated by the amount 
not deducted and that the gain (or loss) 
also must fall short by the same amount. 


It is true that where seller and buyer are 
personally liable, the sum of the deprecia- 
tion deductions decreased by gain (or in- 
creased by loss) yields the same figure under 
both methods. Nevertheless, the deprecia- 
tion, the period over which it is deducted, 





--Mortgage Assumed— >#————Mortgage Not Assumed——_, 


No depre- 

ciation after 

equity 

Ordinary becomes 
zero 


computation 


2. 


Purchase price: 
Cash paid 
Mortgage 


Total cost 
Less depreciation 


Adjusted basis 


Selling price: 
Cash 


Less adjusted basis . 


Gain (or loss) 


Total depreciation taken. ... 
Gain (or loss) 


Net deductions taken 





“Subject to a Mortgage” 


Value of relief 
_ does not exceed 
value of property 
No depre- 
ciation after 
equity 
Ordinary becomes 
computation zero 


7—Value of relief 
equals mortgage 
No depre- 
ciation after 
equity 
Ordinary becomes 
computation zero 


3. 4. S. 6. 


$30 
70 70 70 


100 
—30 


70 40 70 


—30 


—60 


$1 $1 $1 
40 70 


41 71 
—70 —40 


$(29) $31 


$31 
$30 $60 


(29) 31 


$59 $29 











































































































































































and the gain are understated—and this 
makes an essential difference. Further, in 
the case of capital assets, and since 1942 
generally, gain is in any event subject to 
the important limitations of a capital gain, 
so that the distortion of the tax result is 
still more obvious. 


The result is still worse when the seller 
is not personally liable, for, in addition to 
all these points just described, not even the 
same ultimate figure is obtained. 


The foregoing table indicates the results 
in various situations. It is assumed that a 
property was acquired for $100 ($30 cash 
and a mortgage of $70) and sold, after sixty 
per cent depreciation had been taken by the 
owner, for the assumption of, or subject 
to, the mortgage plus a cash consideration 
of $1. In the cases headed “mortgage 
assumed” seller and buyer are personally 
liable; in those headed “mortgage not as- 
sumed” the seller is not personally liable 
while the purchaser may or may not be per- 
sonally liable. 


These computations indicate that under 
the method of the author in the University 
of Chicago Law Review, which is followed 
in computations 2, 4, and 6, gain (or loss) 
as well as depreciation is each understated 
by the amount of $30. Computation 1 fol- 
lows strictly the rule of Section 111(b) of 
the Code, and is generally recognized ; hence, 
computation 2 cannot be correct. 


Computation 3 also follows the rule of the 
cited section. The fair market value of the 
relief received by the seller, when he trans- 
fers property with a mortgage for which he 
is not personally liable, cannot exceed the 
value of the property. Therefore, compu- 
tations 5 and 6, both neglecting this fact, 
are contrary to the rule and thus wrong. 
The gain (or loss) of the seller whose lia- 
bility is assumed must be larger by the 
amount by which his liability exceeds the 
value of the property, as compared with 
the gain -(or loss) of the seller who was not 
personally liable. This consideration proves 
that computation 3 is correct; but if this 
is so, computation 4 must be wrong. 


Depreciation of an Equity? 


Another problem is raised by the author 
in the Columbia Law Review, namely, whether 
depreciation may be computed only with 
reference to the cost of the equity instead 
of the full basis. Where this is done, the 





® May, 1946, p. 487. 


first question is what the size of the deduc. 
tion should be. It is obvious that the equity 
becomes zero as soon as the depreciation 
actually suffered by the property has de. 
creased the cost to an amount equal to the 
encumbrance. Therefore, the full deprecia- 
tion which the property suffers must be de- 
ducted from the equity in order to arrive 
at an equity of zero at the same instant 
when the depreciated value of the property 
equals the encumbrance of the property. If 
the full depreciation allowable on the prop- 
erty is deducted, no complicated computa- 
tion of the percentage to be used is necessary, 
but the same amount which would be de- 
ducted in depreciating the building will also 
depreciate the equity adequately.” 


In depreciating a mere equity the deduc- 
tion may be taken beyond or only up to 
zero. If the first method is used, the re- 
sults do not differ from the usual method 
of depreciating the full cost, provided the 
fair market value of the property exceeds 
the amount of the mortgage. In those 
cases where the mortgage exceeds the value 
of the property, the results are again the 
same if the seller’s personal liability under 
the mortgage is assumed by the buyer; they 
are, however, quite different where the buyer 
takes the property “subject to the mort- 
gage.” This difference is a necessary result. 
The gain of a seller who is not personally 
liable cannot be computed by deducting a 
negative equity from the selling price, since 
the seller, not being liable beyond the value 
of the property, does not derive an advan- 
tage from being freed from a negative equity. 
Hence, the amount of the depreciation taken 
beyond zero must be deducted from the 
gain. The necessity of making this correc- 
tion is also a strong argument against the 
computation based on equities, in addition 
to those given by the author; a method not 
mentioned by the Internal Revenue Code 
and in need of corrections in certain situa- 
tions should not be preferred to one which 
yields the correct result in any case. 


The second method—the computation of 
equities which avoids negative figures by 
ceasing to deduct the depreciation when the 
equity becomes zero—understates the de- 
preciation by the amount which would have 
to be deducted normally. It produces, how- 





1% Compare CCA-2 in the Crane case (foot- 
note 4). 


11 Columbia Law Review, May, 1946, p. 489, 
footnote 15, and p. 488. 
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ever, the correct gain (or loss) and con- 
sequently distorts the financial result as a 
whole. Furthermore—and this seems to be 
the strongest argument against this method 
—gain and loss are the same whether or 
not the mortgage is assumed. This result 
is quite obviously wrong because the seller 





whose liability in excess of the value of the 
property is assumed derives a gain only if 
he was personally liable for the payment. 


Computation 7 must be compared with 
computation 1 (table, page 157), both com- 
putations yielding the same result. Com- 
putation 8 agrees with computation 3 only 





Computation of equities 


Mortgage 
assumed 


Purchase price: 
Cash paid 
Mortgage 


Full depreciation 


3” 8a. 8b. 9. 


7————— Mortgage not assumed ————_, 
Depreciation after 
equity becomes zero 


30 
70 


Total cost 


Less depreciation 


100 
— 60 


Adjusted basis 

Selling price: 
Cash 
Mortgage 


Total 


Less adjusted basis 
Gain 

Less “correction” .... 

Corrected gain 


Total depreciation taken 


Gain 


Net deductions taken. 


40 


— 30 


1 
60 60 
—3l1 —1 


29 59 





if the described “correction” is made (8b). 
Computation 9, however, is obviously wrong 
since it agrees with computation 2 and since, 
as discussed above, the gain on the sale of 
property must be larger, if the mortgage 
is assumed, by the amount by which the 
mortgage exceeds the value of the property 
at that time. 


Adjusted Basis 


The depreciation deduction is supposed 
to reflect actual facts as nearly as possible; 


within these limits the deduction taken 
should be the same as the depreciation actu- 
ally suffered by the property during that 


” Repeated from Table 1. 
“Subject to a Mortgage” 





time. When later the property is sold, gain 
or loss is computed by deducting the 
“adjusted basis” from the selling price. The 
basis is “adjusted” in that this part of 
the cost which has already been recovered 
by the depreciation taken is first eliminated 
from the cost. On the other hand, the price 
reflects the actual depreciation suffered by 
the property. Consequently, price and basis 
(cost) are decreased by the same amount. 


As a matter of fact, some deviation will 
occur most frequently as a result of two 
circumstances: it is impossible to fix the 
depreciation rate with mathematical accu- 
racy; further, the depreciation deduction is 
figured on the cost and not on the value of 
the property when acquired. The difference 
between depreciation taken and actually suf- 
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fered is reflected in gain or loss. If the 
cost exceeded the value at the time of acqui- 
sition, the excessive depreciation will cause 
a decrease of gain (or increase of loss) in 
an amount equal to the excess allowed dur- 
ing the period; conversely, if the cost was 
less than the value, the inadequate deprecia- 
tion will increase gain (or decrease loss) by 
an amount equal to this difference. Depre- 
ciation deductions increased by gain (or de- 
creased by loss), therefore, yield the same 
figure regardless of whether the depreciation 
was overstated or understated.” 

Aside from the deviation just discussed, 
it is a basic conclusion for every computa- 
tion of gain or loss that, if depreciable prop- 
erty is disposed of after some time for the 
same amount for which it was acquired, a 
gain must result equal to the depreciation 
deducted since the acquisition of the prop- 
erty. If no depreciation is computed after 
the mortgage exceeds the value, a discrep- 
ancy must result, the property decreasing in 
value by actual depreciation, the cost, how- 
ever, no longer being reduced proportion- 
ately. Distortion of gain or loss by using 
this method is unavoidable. 


Relation of Depreciation 
to Selling Price 


The bearing of depreciation on the selling 
price is one of the problems of the recent 
Crane case.* To simplify the figures and 
facts of that case, the following example is 
submitted: A property with a value of $100 
is acquired without payment “subject to a 
mortgage” of $100. For six years an annual 
depreciation of two per cent is taken. Then 
the property is sold for a cash amount of 
$5, the buyer taking it subject to the mort- 
gage.” The computation is then as follows: 





13The fact that the capital gain or loss pro- 
visions may cause a slight deviation in the re- 
sults is here inevitable; it is also of minor 
consequence since ordinarily the difference be- 
tween cost and value cannot be too large. 

4 Cited in footnote 5. 


1 Since the seller was not personally liable 
in this case, it makes no difference whether or 
not the buyer assumed the mortgage. In both 
eases the relief received by the seller equals 
the value of the mortgage, not in excess of the 
value of property at the time of sale, to which 
the cash received must be added. For this prob- 
lem see TAXES—The Tax Magazine, May, 1946, 
p. 429, footnote 15, and June, 1946, p. 557. The 
Tax Court and the Second Circuit evidently 
assumed that the value of the property was 
equal to the mortgage at the time of sale. 
Therefore, the methods of computations 1 and 3 
yield the same result. 
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Computation in 

the Crane case, 
Example simplified * 

Seller receives: 

oS air Ss 5 $ 2,500.00 
Mortgage ....... 100 255,000.00 
ci | ene $105 $257,500.00 
Less adjusted basis.. $ 88 $233,997.40 
ee ee $ 17 $ 23,502.60 


Under the Tax Court’s method the seller, 
when he acquired the property by devise," 
subject to a mortgage of $100 with a value 
of $100, received an equity of zero, which 
could not be depreciated; the gain consisted, 
therefore, in the cash amount received® 
Under the Circuit Court of Appeal’s method, 
depreciation was allowable on the fair mar- 
ket value of the property; consequently, the 
gain included, besides the cash amount, the 
depreciation deducted.” 


While the author in the Columbia Law 
Review agrees with the result, the author 
in the Chicago Law Review raises the follow- 
ing question: How can the seller be taxed 
beyond the cash he received since he paid 
nothing when he acquired the property and 
took it “subject to the mortgage” only? The 
answer is that he did not get the property 
for nothing, but when he became the owner 
of the title he took the property “subject to 
the mortgage.” On default of the mortgage 
the mortgagee could foreclose, and the 
owner would then suffer the loss of his 
property. When he sold, the owner was 
relieved from his duty to suffer the involun- 
tary loss of the property. This duty, the 
liability to yield, must be considered, there- 
fore, in the computation on both the acqui- 
sition and the alienation. In the present 
case it equaled the value of the property. 

But, says the author, suppose the buyer, 
instead of taking subject to the mortgage, 
pays $100, the mortgage to be paid out of 
this sum; then the seller receives only $5 
cash out of the whole transaction—besides 
the amount for the payment of the mort- 





16 For the exact computation see 3 TC 585, 
at 587. The above computation neglects to sepa- 
rate the computations for land and building, 
so that the capital loss on the land of $528.85 
does not appear separately and is already de- 
ducted in the ultimate figure. 

17The basis of inherited or devised property 
is its fair market value, Section 113(a)(5), 
I. R. C.; see also TAXES—The Tax Magazine, 
May, 1946, p. 442. 

18 This is the method of our computation 9. 

” This is the method of computation 8; see 
TAXES—The Tax Magazine, May, 1946, p. 442, 
footnote 55. 
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gage. Yet he would be taxed on a gain of 
$17 and accordingly not be able to pay the 
mortgage. However, under the facts, no 
purchaser will buy on these conditions, un- 
less he is speculating, or unless the value 
of the property has appreciated at a rate 
sufficient to offset the depreciation suffered 
by the property. In both these cases the 
seller derives genuine gain, on which he 
should be taxable. Where neither apprecia- 
tion nor speculation comes into play, the 
buyer will not pay a cash amount of $100 
to acquire a property which now has a 
current value of only $88. Acting reason- 
ably, he can acquire the property merely 
“subject to the mortgage.” In this case the 
computation ™ is as follows: 


Seller receives: 
Nominal consideration 


Relief from mortgage not assumed 
by seller 


Less adjusted basis 


Gain 





In this transaction the buyer does not 
pay more than the property is worth at that 
time, and the seller has no larger gain than 
the cash amount received. 


Rejection of Theory of Abandonment 
to the Mortgagee 


It is true that the decision of the Circuit 
Court of Appeals for the Second Circuit in 
the Crane case, though in harmony with the 
method indicated above, leaves an unsatis- 
factory result in that the taxpayer would 
be at liberty to avoid taxation of his poten- 
tial gain by surrendering the over-encumbered 
property to the mortgagee. The rem- 
edy is, as already proposed by the author,” 
to dispense with the theory of abandonment 
or surrender to the mortgagee; thus, we 
would achieve harmonious results in every 
respect. [The End] 


2” This is the method of our computation 3. 
21TAXES—The Tax Magazine, May, 1946, 
p. 436. 





Tax Problems of Small Business—Continued from page 145 


The payment of many taxes might not be 
so hard for the small business if it were not 
necessary to make a separate and different 
report for every tax, each with a different 
reporting date. And even after the report 
is made, frequently a dispute will arise as to 
the correct amount of tax. The difficulty 
and expense of compliance with the tax laws 
place the small business at a peculiar disad- 
vantage as compared to the large one. The 
big corporation can afford a fully staffed tax 
department to handle its tax matters. While 
the small company has much the same prob- 
lems, there is not enough involved to justify 
the maintenance of a large staff for this 
work. Asa result, the small business may 
pay more in taxes in relation to its size than 
the large organization does. For example, 
a small corporation may be entitled to ex- 
cess profits tax relief, but does not get it 
because the expense of preparing and prov- 
ing the claim is not justified in view of the 
amount involved and the uncertainty as to 
the final result. The large corporation, on 
the other hand, can afford to employ ac- 
countants, lawyers, and economists to do 
the job. So far as excess profits tax relief in 
particular is concerned, it is to be hoped that 
the new Excess Profits Tax Council will 


“Subject to a Mortgage” 


consider the special difficulties of the small 
corporation and take steps to make relief 
available in worthy cases without undue ex- 
penditure of time and money. 


What can we do about this tax maze in 
which the small businessman finds himself? 
The lawyer or accountant can help by sup- 
plying the broad experience which his client 
lacks in his own organization, by advising 
him of new developments and by trying to 
keep him out of serious tax difficulties. But 
in the long run the situation can be cor- 
rected only by a correlation and simplifica- 
tion of all our tax laws and the establish- 
ment of a consistent long-range tax policy. 
The correlation must extend to all levels 
of taxation—federal, state and local. The 
first step which should be taken in this di- 
rection is the establishment of a qualified 
non-partisan tax commission to make a 
complete study and submit to Congress 
recommendations for the badly needed over- 
hauling of our federal law. The American 
Institute of Accountants has been vigor- 
ously advocating this idea for some time. 
This project should have the support of 
every one who is concerned about the health 
and welfare of small business. [The End] 
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ies TRUTH of the tamiliar saying that 
hard cases make bad law, has been illus- 
trated once more by recent Treasury rulings 
relative to the so-called “declining balance” 
method of computing depreciation. 









The first ruling, addressed under date of 
August 30, 1946, to the Housing Expediter 
is informal in character.’ In answer to his 
suggestion that allowance of depreciation at 
a faster rate in the earlier years of an asset’s 
life would facilitate accomplishment of the 
emergency housing program, the Bureau dis- 
closes that it approved “use of the declining 
balance method of accounting for deprecia- 
tion” with the condition that the applicable 
declining balance rate does not exceed 150 
per cent of the normal straight line rate. 
The ruling does not include a specific limi- 
tation to emergency housing; but, pointing 
out that a change from straight line to de- 


















1463 CCH {| 6272, 6273. 


2To those who agree with the principle re- 
flected in the instant rulings, there might seem 
to be no sufficient reason why the above require- 
ment should extend to property of a different 
class. 


3 Permission to switch from straight line to 
declining balance method of depreciation with 
respect to existing facilities seems little in ac- 
cord with the Bureau’s position as to applica- 
bility of latter method. ‘‘This method gives 
satisfactory results for accounts that are 
being constantly replaced in substantial equal 
amounts. . . Its best application is to those 
accounts for property in which the greater pro- 
portion of the production is confined to the early 
part of the useful life.’’ (Italics supplied.) Bul- 
letin ‘‘F’’ (1942 revision), p. 5. 


* Accord: Central Railroad Company of New 
Jersey, 35 BTA 501 (1937) [CCH Dec. 9586]. 
Faced by the instant rulings with the necessity 
of a choice between approval of a hybrid method 
of accounting and overruling repeated limitation 
of the declining balance method to new assets, 
the Bureau chose apparently the latter part of 
the alternative. 


5 Not published. 
® 463 CCH § 6292. 


™ Previously the Bureau had refused to ap- 
prove or disapprove any specific method of de- 
preciation in advance of audit. Bulletin ‘‘F’’ 
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Declining Balance Depreciation 


By GERHARD J. MAYER 


The author is a certified public accountant and a member of the bar 
of the State of New York 


clining balance method constitutes a change 
in accounting method requiring application, 
within the first ninety days of the taxable 
year, for permission to change, it stipulates 
that approval for change to the latter method 
will be granted only if it is made applicable 
to all depreciable property,” old*® as well 
as new." A later informal ruling® makes 
it clear that the declining balance method 
of depreciation is not limited to buildings 
constructed under the Veterans’ Emergency 
Housing Program. In I.T. 3818* the Bureau 
finally abandons its previous refusal to ap- 
prove in advance adoption of any particular 
method of depreciation’ and states that the 
declining balance method will be approved! 
provided it accords with the method of 
accounting regularly employed in keeping 
the books of the taxpayer and results in 
reasonable depreciation allowances and “proper 
reflection of net income.” ® 





(1920 edition, p. 31; 1931 revision, p. 13); I. T. 
2369, VI-2 CB 63. That position would not seem 
to be consistent with the Commissioner’s conten- 
tion, upheld by the court, that a change in 
method required his approval and should be 
denied for taxpayer’s failure to obtain such 
approval. St. Paul Union Depot Company v. 
Commissioner, 123 F. (2d) 235 (CCA-8, 1941) 
[41-2 ustc f 9765]; U. S. Industrial Alcohol Com- 
pany v. Helvering, 137 F. (2d) 511 (CCA-2, 1943) 
[43-2 ustc § 9544], aff’g 42 BTA 1323 (1940) 
[CCH Dec. 11,398]. Quaere: Does the refusal of 
advance approval—desirable from taxpayer's 
viewpoint in doubtful situations—still hold good 
for first returns? 


8 Approval of a particular accounting method 
being a matter of administrative discretion, the 
Commissioner’s determination is most unlikely 
to be disturbed by a court. Cases cited note 7, 
supra. In securing approval it will be advisable 
to reach a clear understanding with the Bureau 
as to treatment of depreciation accrued before 
the change. 


®One of the reasons advanced by the Board 
for its refusal to approve a change from retire- 
ment to depreciation method in Cincinnati 
Union Terminal Company, 44 BTA 905 (1941) 
[CCH Dec. 11,879], was a reference to taxpayer's 
failure to show that the former did not clearly 
reflect income. To the same effect U. S. Indus- 
trial Alcohol Company, supra. 
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Effect of Inflation 


That in meritorious situations the problem 
of coping with temporary, inflated costs is 
a hard case, all of us are willing to concede. 
The difficulty arises from the fact that ac- 
counting theory and taxation theory meet 
on the common ground of the cost concept 
and are one in ignoring fluctuations in value 
of fixed assets until they are realized. Yet 
we know that from time to time, fluctuations 
in value of an asset occur, from extrinsic 
reasons, Which can safely be considered so 
permanent as practically not subject to re- 
versal, outside of the meaning of “fluctua- 
tion,” and of such magnitude as to render 
historical cost figures meaningless. We may 
also concede the correctness of the Bureau’s 
obvious assumptions that the value of hous- 
ing and other fixed assets now being pro- 
duced will be the subject, in the not too dis- 
tant future, of a substantial and permanent 
decline. At least, some of us hope that such 
assumption will be justified. Our tax law, 
however, is unwilling or unable to face the 
resulting problems other than by occasional 
stop-gap measures. It has no general facili- 
ties to deal with them. 


To say that initially increased deprecia- 
tion allowance provided for by the instant 
rulings is justified by practical considera- 
tions—the validity of which is certainly not 
open to question—and as a means of reach- 
ing a patently desirable end, is but another 
way of stating that we are confronted with 
a hard case. Whether the resulting law is 
good or bad, will depend on the view we 
take as to whether depreciation is on prin- 
ciple the proper means for reaching those 
ends. But apart from such theoretical con- 
siderations involved in an analysis of these 
rulings, it would seem that the reality of 
their ostensible benefits will not bear close 
scrutiny. 


Formula for Depreciation 


The formula for depreciation under the 
so-called “scientific” declining balance 
method of depreciation, is as follows: 

(a) p= 


/ = 
In this equation 


P=percentage of depreciation 

n=number of years of useful life 

s=salvage value (A definite, albeit nomi- 
nal, salvage value must be assumed 
in order to provide for a determinate 
solution of the equation.) 

c=cost (or other basis). 


Declining Balance Depreciation 


If it is remembered that 


(b) log @/ € 


equation (a) may be solved a. by use 
of a standard table of logarithms. 


If it is desired to find the number of 
years required to reduce cost to salvage 
value by application of a given percentage 
under the declining balance method formula, 
(a) may be restated as follows: 


(c) log (=) 
log (1-p) 


The undepreciated balance remaining after 
a given number of years under this method 
on basis of a given percentage of annual de- 
preciation is 


_log (¢) _ (8) 


ne 


(a) c(1-p)™ 


For a few typical situations figures obtained 
under the foregoing formulae are plotted on 
the accompanying tables, I (page 164), II 
(page 165) and III (page 166), assuming 
a life of ten, thirty, and fifty years, respec- 
tively, and in all cases a salvage value of 
two per cent. 


It will be seen that in case of an asset 
having a ten-year life, depreciation under the 
declining balance method for the first four 
years is larger (though less and less so) 
than under the straight line method. In 
case of an asset with a thirty-year life, the 
corresponding period is ten years, and in 
case of a fifty-year life, it is seventeen years; 
or, in each case, approximately one-third 
of the total life expectancy. To the extent 
that an asset value net of depreciation (i. e., 
“adjusted basis”) is material in determining 
market or credit value of property, it should 
be remembered that net asset figures under the 
declining balance method of depreciation 
fall rapidly below those obtained under the 
straight line method. In case of change of 
ownership of real estate where the new in- 
terests must compute their depreciation on 
the former basis, the lower charges for later 
years will later result in higher taxes with- 
out then increasing net rentals. This may 
well influence the price that a purchaser 
may be willing to pay for the stock of a 
real estate corporation; and prospective pur- 
chasers of such stock should make inquiry, 
from now on, into the method of deprecia- 
tion employed by the corporation. In case 
of continued individual ownership—assum- 
ing net income otherwise and tax rates to 
remain unchanged—the decrease in net in- 
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LEGEND: 


———— straight line depreciation. 1 
“scientific” declining balance depreciation, = 
--—-= declining balance depreciation 1 

at 150% of straight line rates. 


Rising curves designate accumulated réserve for 
depreciation ; the lower lines designate the onnval 
provision for depreciation.: 
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come resulting in the first few years from __Ljmitation by Treasury 
use of declining balance depreciation, falls 


into surtax brackets below those applicable It is true that in the first few years the 
to income computed under the straight line annual depreciation allowance under the 
method, and the increase in net income in “scientific” declining balance method would 
later years falls into the brackets above. be up to two, three, and occasionally four, 
Thus, although increases and decreases in times that allowable under the straight line 
income would cancel each other, operation method—f the Treasury were willing to 
of the surtax brackets—all other factors be- adopt the “scientific” declining balance 
ing equal—results in a net increase in tax. method. But that is exactly what it has not 
And while a bird in the hand is said to be 40ne. | It limited the percentage under the 
preferable over two in the bush, all too many Sait dae Ue cee a eee 
of us had reason to regret the victories same asset under straight line method. The 
teas tg the byes 3 | a = he and difference involved in that limitation is cru- 
, in the wars of T. D. and Mimeo- 


“ x cial. Like many other compromises, this 
graph 4170. Those of us who were then solution is satisfactory neither from a prac- 
unsuccessful in resisting the Treasury’s at- 


tical viewpoint nor on principle. The effect 
tempt to decrease depreciation allowances, of this 150 per cent allowance is plotted on 
laughed last and best and have been rub- the tables. The differential between its re- 
bing our hands every March 15 since 1941. sults and charges allowable under the 
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straight line method, is hardly worth while 
and certainly not the stimulant required for 
eficouragement of new residential building. 
It may indeed be attractive for the recent 
purchaser of existing real estate property 
who, having bought at inflated price, holds 
it for resale in the near future and in the 
meantime desires to retain as much of its 
earnings as possible without regard to high- 
er taxes resulting under this method in the 
future to somebody who would hold the 
property as sound investment. To large 
institutional builders—those most deserving 
of the Treasury’s consideration—the added 
temporary allowance is of no practical sig- 
nificance, and in its primary field of intended 
efficacy the Treasury’s attempt at encour- 
agement is likely to be abortive. 


Unrecovered Balance 


The tables also show that, under the rul- 
ings, at the end of the property’s estimated 
useful life a substantial unrecovered balance 
of twenty to thirty per cent of cost will 
remain. Since by hypothesis the asset is 
not expected to have any more earning 
power at that time, such remaining basis is 
likely to remain totally or largely unre- 
covered; when the asset is ultimately aban- 
doned or otherwise disposed of—more likely 
than not at a loss—there may be no other 
income to allow for beneficial absorption of 
the loss. 


The logic of allowing a rate of deprecia- 
tion which falls short, by a substantial mar- 
gin, of recovering, by the time of estimated 
expiration of the asset, its entire cost (less 
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LEGEND: 


——— straight line depreciation. 
———=="scientific” declining balance depreciation. 


declining balance depreciation 
at 150% of straight line rates. 


11 Rising curves designate accumulated reserve for 
depreciation ; the lower lines designate the annual 
provision for depreciation. 
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salvage value), is difficult to discern and in 
direct conflict with regulations of long stand- 
ing.” In effect the percentage allowed by 
these rulings in connection with the declin- 
ing balance method presupposes an exten- 
sion of life—in case of merely nominal 
salvage value of, say, two per cent—to two 
and one-half times the life expectancy other- 
wise assumed to be correct. The tables, 
moreover, demonstrate that the period dur- 
ing which annual charges under the declin- 
ing balance method at 150 per cent of 
straight line rates exceed annual charges on 
straight line rates is substantially shorter 
than the period during which charges under 





















1% ‘*The capital sum to be replaced by depre- 
ciation allowances is the cost or other basis of 
the property in respect of which the allowance 
is made.’’ Regulations 111, Section 29.23(1)-4, 
and corresponding provisions of prior regula- 
tions since 1918. 
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~--—-= declining balance depreciation 


Rising curves designate accumulated reserve for 


depreciation ; the lower lines designate the annual 
provision for depreciation. 
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at 150% of straight line rates. 
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the “scientific” declining balance method ex- 
ceed those under straight line depreciation. 
And even during much of such benefit pe- 
riod, the difference between charges under 
the declining balance method at 150 per cent 
of straight line charges, and straight line 
charges is nominal. 


The Treasury certainly failed to open the 
door wide enough to allow for a good, deep 
breath of fresh air. But did it open the 
proper door in the first place? 


Allowance for Exhaustion 


Turning now to questions of principle, it 
should be remembered that our income tax 
statutes have limited themselves, with re- 
spect to the subject of depreciation, to the 
provision that “a reasonable allowance for 
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.xhaustion, wear and tear” shall be made 
snd deductible. 


“Exhaustion” has been defined both as 
process and state of being exhausted. “Wear 
and tear” likewise allow for a static interpre- 
tation. The statute may be understood 
equally well to refer to (a) spread of cost 
wver life; or (b) actual (or, as it is some- 
times called, sustained or observed) depre- 
ciation; or (c) allowance in full at the time 
the asset reaches the status of being ex- 
hausted and worn out. 


Depreciation in the sense of a charge of 
‘ost over life (periodic or otherwise),” ob- 
served depreciation, and depreciation in the 
sense of reduction in value (whatever that 
may mean), have nothing in common ex- 
cepta name. Yet the history of the Treas- 
ury’s regulations and rulings indicates that 
its understanding of depreciation as a charge 
of cost over life, was at times colored by 
onsiderations peculiar to one of the other 
ideas.’ On the other hand, courts and regu- 
latory bodies (outside of the tax law) did 
not always manage to define and separate 
clearly issues involved in the foregoing 
three captions and stay clear of the tempta- 
tion to take similarity of name for identity 
of the thing.% Our discussion here is lim- 
ited to depreciation in the sense of a charge 
of cost against operations over the life of 
the asset, and concerned with the inquiry to 
what extent the depreciation allowance as 
thus understood and adopted by the Code 


Corporate Accounts and Reports. (A com- 
munication addressed in 1932 to the committee 
on stock list of the New York Stock Exchange 
by the American Institute of Accountants), 
p. 11; Accounting Research Bulletins Nos. 20 
and 22; George O. May, Financial Accounting, 
p. 118. 

2 Early regulations sometimes defined allow- 
able depreciation provision in terms suggestive 
of both observed depreciation and decline in 
value. Cf. Article 130 of the 1914 edition, and 
Article 159 of the 191g edition, of Regulations 33. 
Both versions of Mimeograph 4170 include an 
ambiguous reference to a comparison between 
reserves and ‘‘actual physical condition of the 
property’’; XIII-1 CB 59 and XV-2 CB 148. The 
1921 edition of Bulletin ‘‘F,’’ pp. 28-29, refers 
to ‘‘actual net depreciation suffered during the 
taxable year.’’ (Italics supplied.) On the other 
hand, Article 161 of the 1919 edition of Regula- 
tions 45, had used language consistent with the 
theory of depreciation as systematic provision 
for absorption of cost. Regulations 62 added 
that this provision need not necessarily be at 
a uniform rate; and in substantially the same 
form the provision appears in subsequent regu- 
lations, including Section 29.23(1)-1 of Regula- 
tions 111, and in the later revisions of Bulletin 
“F.” Cf. Nashville, Chattanooga & St. Louis 
Railway Company v. U. S., 269 F. 351 (CCA-6, 
1920); Ct. D. 4, T. D. 3125, 4 CB 174, cert. 
denied 255 U. S. 569; Otis Steel Company, 6 


BTA 358 (1927) [CCH Dec. 2218], A. VII-1 
CB 24, 
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and the Regulations supports the rulings in 
question. 


Identifiable Events 


Were it not for Section 23 (1) of the 
Internal Revenue Code, the statutory princi- 
ple of identifiable events as basis for allow- 
ance of deductions, would be consonant only 
with allowance of a deduction when exhaustion 
has been reached, or the asset is other- 
wise disposed of.* Tax theory and account- 
ing theory agree that until that time account 
figures of fixed assets have merely “histori- 
cal significance” * and purport to be noth- 
ing but a record of original cost, They do 
not presume to reflect depreciation; and 
from a balance sheet viewpoint, thus under- 
stood, they do not require adjustment for 
depreciation in whatever sense we may un- 
derstand the term. They are not understood 


to reflect changes in value from whatever 
cause. 


From this viewpoint allowance of periodic 
or other gradual provision assumes the 
character of an exception—however well 
founded—and the retirement method of ac- 
counting for fixed assets under which entire 
cost of an item of property is accounted for 
and charged against operations at the time 
it becomes exhausted and is retired, would 
have been the method primarily in accord 
with our tax law theory of measuring net 


In Detroit-Edison Company v. Commissioner, 
131 F. (2d) 619 (CCA-6, 1942) [42-2 ustre { 9778], 
aff'd 319 U. S. 98 (1943) [43-1 ustc 9418], the 
court does not seem to have worked out a clear 
distinction between reserves and funds; it de- 
fines the purpose of the allowance in Section 
23(1) as creation of a ‘‘fund to restore the prop- 
erty to the extent of the investment of the tax- 
payer.’’ This reasoning would seem to be in 
conflict with the rationale of Virginian Hotel 
Corporation v. Helvering, 319 U. S. 523 (1943) 
[43-1 ustc ] 9469]. Cf. U. 8S. v. Ludey, 274 U.S. 
295 (1927) [1 ustc § 234], T. D. 4046, VI-2 CB 157. 

13 See George O. May, op. cit., p. 134 ff.; cf. 
Re Canadian River Gas Company, 43 P. U. R. 
(N. S.) 205 (1942), where the Federal Power 
Commission indicated an inclination to base 
periodic depreciation provision on observed de- 
preciation. Cf. also the 1945 NARUC deprecia- 
tion report; Bonbright, ‘‘The Depreciation 
Reserve as a Measure of Actual Accrued De- 
preciation,’’ 20 Journal of Land and Public 
Utility Economics, 98; also Re Chicago District 
Electric Generating Company, 2 Fed. P. C. 412; 
39 P. U. R. (N. S.) 263, 275 (1941); the Lind- 
heimer case (292 U. S. 151), cited there, hardly 
seems to support as a rule of law the Commis- 
sion’s proposition that amortized cost and ob- 
served depreciation must be taken to be 
identical; cf. 292 U. S. at 171, 172, 174. 

144Cf. the discussion in U. 8. Industrial Alco- 
hol Company v. U. 8S., supra. 

% Robert H. Montgomery, Auditing Theory 
and Practice, 6th edition, p. 477. 
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income. The method is still prevalent 
among railroads as to way and structures 
and has met with administrative and judi- 
cial approval.” The workings of the law of 
averages in a mature enterprise the size of 
most railroads—often invoked in support 
of this method—would probably reflect 
themselves just as well in the case of assets 
of similar constant size and diversification 
in any industry. A priori, there seems to be 
no reason why that method should not have 
been applied in other fields; and the allow- 
ance of gradual provision towards exhaus- 
tion, while in conformity with the accounting 
principle of making systematic provision for 
calculable and present contingencies, must 
be considered as exception to the basic pol- 
icy of our income tax laws, which tend to 
ignore future events no matter how exactly 
they can be forecast. 


Even an accounting-wise depreciation pro- 
vision was not always considered as a mat- 
ter-of-course, as it is today. Repairs and 
maintenance, for instance, are still being 
charged off as they are incurred without any 
attempt made towards a systematic spread 
of these items. The argument, advanced in 
support of systematic provision for depre- 
ciation, that each period should bear “its” 
share of a long-range burden, applies equally 
well to many other irregularly occurring ex- 
pense items which benefit more than one 
period and yet are not provided for in ad- 
vance. The argument indeed begs the ques- 
tion of what is “its” share in respect of each 
successive period. 


Nor can it be said with any degree of 
truthfulness that fixed assets are being used 
up in the production process. The fact is 
that a very substantial portion of them re- 
tains practically all of their initial useful- 
ness for the greater portion of their life. 


Treatment of Repairs 


There are several reasons for the differ- 
ence in treatment between depreciation and, 
e. g., repairs. First, repairs and mainten- 
ance, while they are fortuitous and fluctuate, 


16 Central Railroad Company of New Jersey, 
supra; Chicago & North Western Railway Com- 
pany, 39 BTA 661 (1939) [CCH Dec. { 10,655], 
aff’d 114 F. (2d) 882 (CCA-7, 1940) [40-2 ustc 
§ 9583], cert. denied 312 U. S. 692 (1941). 

17 Notwithstanding the early case of Little 
Miami, Columbus & Xenia Railway Company v. 
U. S., 108 U. S. 277 (1883), allowing depreciation 
on fixed assets. It arose under a different stat- 
ute and is permeated by a concept of corporate 
profits different from the present one. 

18 Thus, even under the Corporation Excise 
Tax Act of 1909, which, spurning the accrual 


168 


do so within reasonably close limits, whereas 
the extent of exhaustion occurring during 
successive periods is likely to fluctuate 
within much wider ranges. The difference 
in amplitude of fluctuation is substantial 
enough to influence the accounting treat- 
ment. In addition, however, the amount 
involved in future exhaustion is known 
whereas the amount of future repairs can be 
guessed at only approximately. Deprecia- 
tion provision is concerned with a real, his- 
torical and recorded figure, viz., cost, which 
we know is bound to disappear, and the only 
estimate required involves the date of disap- 
pearance. As to repairs, we would be deal- 
ing both with the amount of future 
contingencies and time of their probable oc- 
currence. The distinction would seem suff- 
cient to justify the substantial refusal of 
accountants, and the complete refusal of the 
tax law, to consider future repairs in deter- 
mining current income. 


Provision for Depreciation 


These considerations still leave us with 
the question of how the tax law surmounted 
its aversion to reserves and allowed advance 
provision for depreciation.” 


A reference to any notion that deprecia- 
tion “accrues” constantly during the life of 
the asset, does not suffice as explanation 
since the allowance is independent of the 
method of accounting employed by taxpayer. 


If provision for depreciation had been in- 
tended by accountants to constitute merely 
an attempt to reflect on the balance sheet 
amounts of observed depreciation, or changes 
in market value, or decrease (absolute or 
relative) in productivity, it might never have 
secured recognition in a tax law whose at- 
tention is focused on cost and which does 
not look to any other figure as long as the 
property right represented thereby exists 
and continues to have any, though only po- 
tential, value.* But at the formative stage 
of our income tax law, emphasis in ac- 
counting had already begun to shift towards 
importance of income accounting ® and ob- 


basis, avowedly adopted the cash basis, depre- 
ciation was an outstanding exception. Even the 
use of inventories was not formally recognized 
until a later date. See (note) 51 Harvard Law 
Review 716, 718; Roberts, ‘‘Treatment of De 
ferred Assets on the Cash Method of Account- 
ing,’’ 15 Accounting Review 474, 475. Still later, 
allowance of the reserve method for bad debts 
was granted, a definite exception to the identi- 
fiable events rule, explainable only as a conces- 
sion to sound accounting. 

19 Corporate Accounts and Reports, p. 11; 
George O. May, ‘‘Authoritative Financial Ac 
counting,’’ 82 Journal of Accountancy 105. 
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tained acceptance of the fact that provision 
for depreciation has nothing to do with any 
of the foregoing factors” but is rather a 
systematic method of providing for absorp- 
tion of cost in income. That provision for 
depreciation was thus predicated upon two 
of the fundamental concepts of our income 
tax law no doubt facilitated recognition tax- 
wise of its relevancy, together with that of 
other items of cost to be spread over suc- 
cessive fiscal periods, such as prepaid in- 
surance, prepaid leasehold and leasehold 
improvements. 


This background also explains why other 
provisions, equally appropriate from an ac- 
counting viewpoint, but not connected with 
recorded cost of assets, have met with little 
success in being adopted by the tax law. 
Good examples would be pro-rata accrual 
of taxes, reserves for self-insurance, dis- 
count, returns. (Allowance of amortization 
of bond premium and discount both to obli- 
gor and holder can be explained on the 
ground that it represents interest adjust- 
ment to the true rate.) 


Simplicity of Straight Line Method 


As a practical matter, acceptance of 
straight line depreciation as the preferred 
method of spreading cost over life can 
probably be explained by its simplicity of 
operation.” It requires only one basic assump- 
tion, that of the asset’s life expectancy 
measured by fiscal periods.” To distribute 
an amount evenly over competing units, is 
a method of allocation followed wherever 
none of the units can claim a definite pref- 
erence. The extent of the market in second- 
hand equipment, existence and continued 
use of antiquated real estate improvements, 


* George O. May, Financial Accounting, p. 
118, 120; Robert H. Montgomery, op. cit., p. 
480, 493. 

*t Robert H. Montgomery, op. cit., p. 485. 

* Compare U. 8S. Industrial Alcohol Co., 42 
BTA 1323, 1354 (1940) [CCH Dec. 11,398]: ... 
depreciation is essentially an accounting concept 
which to a considerable extent is a matter of 
hypothesis and computation, . . . It is generally 

. based upon a conjecture not shown to 
have any connection with actuality that depre- 
ciation will be at a constant rate throughout 
an estimated life.’’ Aff’d 137 F. (2d) 511 (CCA-2, 
1943) [43-2 ustc J 9544]. 

3% George O. May, Twenty-r'ive Years of Ac- 
counting Responsibility, Vol. I, p. 159. Cf. 
also the requirement in Bulletin “‘F’’ (1942 re- 
vision, p. 5) that with respect to property 
otherwise subject to unit of production depre- 
ciation at least depreciation at straight line 
rates must be taken when the property is idle 
or producing below the normal output, in an 


amount commensurate with decay and normal 
obsolescence, 
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use of equipment to the moment immediate- 
ly before its retirement—all indicate that 
physical usability tends to outlast economic 
and technological usefulness. The latter fac- 
tor seems to be the principal cause for dis- 
carding property. In determining the period 
over which to spread cost of an asset, we are 
probably guided largely by the assumption 
that economic and technological obsoles- 
cence rather than physical disintegration 
due to use are the predominant factors in 
the process of eliminating tools of produc- 
tion. It follows that the mere lapse of time 
advances property in that process * and that 
the time factor is adequate justification for 
the principle of straight line depreciation. 
In any situation where the function of de- 
preciation is limited to the single purpose of 
spreading the expected loss from retirement, 
the foregoing considerations recommend 
straight line depreciation to the exclusion 
of any other method. Such other methods 
are numerous, and there has been much dis- 
cussion and disagreement over their advan- 
tages or disadvantages. But in a situation 
where basic assumptions are founded upon 
mere expectation, with its necessary attend- 
ant deviations and disappointments, theo- 
retic refinement is deceptive, illusory and 
hardly acceptable from the viewpoint of 
proper and practical tax administration.” 


Only where the useful life of property is 
limited by external facts, such as natural 
resources in connection with which the prop- 
erty is used, and such limitation as shorter 
than the life expectancy determined by ob- 
solescence *—and where such limitation is 
susceptible of adequate measurement *— 
other methods of apportionment, such as 
unit of production, are justified and were 
approved.” 


2 Where depreciation provision serves extra- 
neous functions, such as ingredient of utility 
rates, other more involved methods of allocat- 
ing depreciation may be appropriate. 


2% Hdwards v. Slocum, 287 F. 651 (CCA-2, 
1923); Farmers Loan & Trust Company v. 
Minnesota, 280 U. S. 204 (1932). 


26 Cf. for instance, Hillyer, Deutsch, Edwards, 
Inc., 21 BTA 452 (1930) [CCH Dec. 6506], A. X-2 
CB 32; Golconda Oil Company, 7 BTA 955 (1927) 
[CCH Dec. 2673], A. VII-2 CB 15. 

27Its use failed to win approval where tax- 
payer had not shown exact amount of expected 
production; Reservoir Hill Gasoline Company, 
26 BTA 210 (1932) [CCH Dec. 7598]. 


28 Occasional broad statements, such as ‘‘de- 
preciation . . . must be determined from evi- 
dence rather than by mathematical formulas’’ 
(Kinsman Transit Company, 1 BTA 552 (1925) 
[CCH Dec. 202]) must be read in their proper 
setting. In that case the issue was March 1, 
1913 valuation. 
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Disadvantage 
of Declining Balance Method 


The declining balance method has found 
little recognition in the United States.” It 
obtained inferential judicial approval in con- 
nection with invested capital under the Acts 
of 1917 and following.” It was occasionally 
proposed by the Commissioner for compu- 
tation of proper allowance.” But other de- 
cisions, sometimes cited as supporting the 
method, are inconclusive.” With its effect 
of rapid write-down during the first years, it 
must be considered a relic from the days 
when balance sheet presentation was the 
primary objective and conservatism a car- 
dinal virtue of accountants. It is out of date 
at a time when comparability of income 
statements occupies the foreground. Its ap- 
plication to housing is hardly in accord with 
the situation contemplated for it in Bulletin 
“F” (page 5 of the 1942 revision). 


















Reflection of Income 


It may be doubted even whether that appli- 
cation satisfies the basic requirement that it 
clearly reflect income. The idea that years 
of high earnings or productivity should bear 
a larger share of depreciation, loses sight 
of the rule that depreciation comes not after, 
but before, profits. They depend on depre- 
ciation, not vice versa. If that idea were 
sound, there would be no reason to limit it 
to depreciation. Forty years ago deprecia- 













2 Fabricant, Capital Consumption and Ad- 
justment, found that only nine out of 460 large 
industrial corporations used this method. Ina 
survey reported in 1941 N. A. C. A. Bulletin, 
947, it is stated that only one out of 245 par- 
ticipating corporations employed it. It was 
formerly favored in English practice on the 
ground that the smaller charge in later years 
tended to alleviate the increased repair outlay 
to be expected towards expiration of the prop- 
erty’s useful life. Carter, Advanced Accounts, 
603; Dicksee, Advanced Accounting, 7th edition, 
p. 207. That theory would seem to fail to 
reflect actual income. Recently the trend there 
seems to be strongly away from declining bal- 
ance depreciation and to favor straight line 
method. 112 Accountant 9. In this country, 
Mr. Roy Blough called attention to availability 
of the declining balance method in an address 
published in TAXES—The Tax Magazine, Au- 
gust, 1945, pp. 692, 696. 

% Albia Box & Paper Company, 4 BTA 1184 
(1926) [CCH Dec, 1725]. 

31Good Manufacturing Company, 7 BTA 202 
(1927) [CCH Dec. 2511]. Bulletin ‘‘F’’ used to 
include a statement to the effect that no meth- 
ods other than straight line and unit of pro- 
duction had been approved ‘‘in their entirety by 
the Commissioner.’’ Bulletin ‘‘F,’’ 1920 edition, 
Pp. 31; 1931 revision, p. 13. 

% Washington Paper Stock Company, 1 BTA 
1117 (1925) [CCH Dec. 432], A. IV-2 CB 5; 
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tion may have been thought of as an expeng, 
sui generis. Whatever vestige of thar 
thought may have remained in our law, has 
been destroyed by the Virginian Hoiel deci. 
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' its 
sion.” Any theory that loses sight of the velba 
fact that depreciation provision is primarily 4 es 
determined by time factors, does not reflec: ce to 
income clearly.* It would also in many aah a 
cases present substantial administrative dif. shied tt 
ficulties. While straight line or unit oj x centr 
production methods require only one basic =e in 
assumption each, allocation on basis of produc J 
tivity requires first an assumption as to total 
thereof, and then a further assumption as to Adjustt 
its allocation to successive periods. It would of 150 
constitute a hypothesis upon a hypothesis. 
evidence which might well be as unpalatable Withi 
to our law as an inference upon an inference. | ment sh 

It seems that the instant rulings cannot § ?* “8 
be reconciled with any concept of depre- bene : 
ciation reflected in our tax law. Observed § ‘7 ~ 
depreciation has never been considered seri- - 
ously as basis for allowance of depreciation Bi sage 
provision, The administrative inconvenience == i 
is obvious. While it is, of course, material ] edition, 
in valuation situations, the trend has been } een ™ 
away from it as basis of income computa- 
tion.™ The rulings represent an attempt tc 
utilize a systematic process of recovery of 
cost for a purpose, alien to it, of providing a 
valuation reserve.” For that purpose, more- 
over, they would seem to fall short of the J Karl M 
mark in deserving cases and allow for un- Ralph 
conscionable benefits in others, such as re- C. W. 
cent purchases of existing realty at inflated Frank 

= Charle 
Leedy Manufacturing Company, 2 BTA 20: Gerald 
(1925) [CCH Dec. 596]; Ezra Z. Eaton, 2 BTA Williat 
463 (1925), A. IV-2 CB 2. sr 

33 Supra, note 12. F “ 

%To relate depreciation to productivity or at 
earning power of the asset to be depreciated. james 
seems, under the rule of inclusio unius est Grego 
exclusio alterius, to be in conflict with regula- R. W: 
tions referring solely to ‘‘operating conditions’’ 1 Cal 
during the taxable period. Kegulations 111. J. Lali 
Section 29.23(1)-5. 

In the 1929 edition of Verification of Finan- 
cial Statements, by the Federal Reserve Board. 
as well as in its predecessor source, ‘‘Uniform 
Accounts,’”’ 1917 Federal Reserve Bulletin 270. Earl ( 
277, auditors are cautioned to satisfy themselves lohn 
that reserves for depreciation are sufficient to Ch 
meet the ‘‘deterioration in value’’ of fixed prop- haul 
erties (p. 13). The 1936 edition of the pamphlet. John 
Examination of Financial Statements, then pub- Louis 
lished by the American Institute of Accountants. Rie 
shifted emphasis to observance of ‘‘some con- , 
sistent and accepted basis’’ of accumulating Franl 
reserves (p. 34). Deletion of the reference to Farl 
value is significant. John 

% A similar case of attempting to utilize pro Angi: 
visions of the Code for extraneous and ephem- Cliff 
eral purposes is allowance of war losses as E 
coming under Section 23(e) of the Internal . WM 
Revenue Code. 20 New York University Law Albe 
Quarterly Review 112, note 46. Kent 
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prices.” By thus encouraging the payment 
of excessive prices, they further an infla- 
tionary trend. If the Treasury felt constrained 
1o do its share ih an effort to alleviate a 
desperate situation such as the housing 
shortage, and had in order to accomplish 
this to resort to bad law—which is just as 
much a precedent as good law—it is sub- 
mitted that application of the rulings should 
be restricted narrowly to the field for which 
it was intended. 


Adjustment 
of 150 Per Cent Limitation 


Within such restricted field some adjust- 
ment should be made with respect to the 150 
per cent limitation in order to make the 
benefit conferred real and not merely transi- 
tory. Specifically, the limitation should not 


* Under English income tax law, which gen- 
erally does not allow depreciation on buildings 
(Murray & Carter, Income Tax Practice, 13th 
edition, p. 341), the emergency situation has 
been met under the Income Tax Act of 1945 


operate to extend depreciation beyond the 
expected life of the asset. If some limita- 
tion is desirable during the first years of 
application of the declining balance method, 
offsetting adjustment should be allowed dur- 
ing its remaining life. This might be ac- 
complished by allowing each year deduction 
for depreciation at the greater of (a) the 
amount determined under the declining bal- 
ance method as provided for in the instant 
rulings; or (b) the amount required to 
write off the remaining depreciable basis of 
the asset over the remaining expected life 
of the asset. The need for avoiding depre- 
ciation charges beyond the life of the asset 
is patent. Integration between satisfaction 
of this need and basis adjustments requires 
legislative action founded on a careful study 
of the exact extent of needs to be satisfied 
and abuses to be prevented. [The End] 


by allowance of depreciation for industrial 
buildings (including, apparently, workers’ tene- 
ments) but only with respect to new construc- 
tion. 50 Accountants’ Magazine 225. 
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Tax Items of Special Interest 


BERT V. TORNBORGH, CPA 


Bona Fide Residence in the Jungle, the 
District Court of the United States for the 
Northern District of Texas believes, will not 
be assumed very likely. In Swenson v. 
Thomas, October 16, 1946 [46-2 ustc J 9382], 
a geologist, residing in Texas, performed 
his work in large part in the jungles of 
Colombia during 1943 and 1944. He claimed 
to be a resident of Colombia for the purpose 
of regaining income tax paid on his earnings 
from sources outside the United States. 


The court held that he did not abandon 
his old residence. There was no “congenial 
social atmosphere” in the jungle, nor were 
the natives “very inviting as social com- 
panions.” But could not another Henry 
David Thoreau establish a “bona fide resi- 
dence” even in solitude? 

x kK x 


Valuation of Closely Held Stock is usually 
based on a mixture of careful analysis and 
some guesswork. In Estate of Charles E. 
Kimball, American Trust and Banking Com- 
pany v. Commissioner, TC memo. op., No- 
vember 19, 1946 [CCH Dec. 15,485(M)], 
the executor in his estate tax return valued 
a share of stock at the date of the decedent’s 
death (August 25, 1942) at $100; the Com- 
missioner valued it at $350. The executor’s 
experts valued the stock at approximately 
$150 according to book value at the end of 
1941 plus a pro-rata share of net earnings 
for 1942 less fifty per cent of the book value 
of fixed assets to allow for the expected 
partial obsolescence of machinery acquired 
for war production, with an allowance, fur- 
thermore, for anticipated taxes and renegoti- 
ation. The commissioner made an alternative 
valuation, one based on capitalization of 
earnings, the other on book value plus good 
will. The Tax Court holds book value as 
but one of the controlling factors. It con- 
siders past earnings as a reliable index of the 
prospective future earnings only if con- 
tinuity of earnings and stability of factors 
creating earnings are present. This is of 
particular importance if past and present 
profits result from war contracts and the 
necessary reconversion to a peacetime busi- 
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ness is full of hazard. It gives due weight 
to earning power, to the history of the busi- 
ness, to the business experience of the man- 
ager, to the decrease of good will by the 
death of the founder and to the future 
prospects of the corporation. It stresses 
the fact that the stock is the controlling 
stock of the corporation; that the property 
was mortgaged; that the machinery was old; 
that the ability of the successor in manage- 
ment was yet to be proved; that the fiscal 
position of the corporation was definitely 
bad at the end of 1941, but considerably 
improved in 1942, The book value plus a 
proportionate part of 1942 earnings indicates 
a value of approximately ‘$222 per share. 
The Tax Court arrives at $276 without 
revealing its computation. It seems to be 
based on book value plus earning power less 
due discount for both. 


* * * 


Lawyer and Trader in Securities found 
recognition of the trading part of his activi- 
ties as a separate business, in Guy M. Peters 
v. Commissioner, TC memo. op., November 
22, 1946 [CCH Dec. 15,492(M)]. He spent 
about half of his time in the active practice 
of law and the balance in managing his 
investments and speculative market trading 
accounts. A dispute arose in regard to his 
speculative accounts. He claimed a deduc- 
tion on account of the payment of amounts 
in lieu of dividends which he had borrowed 
in order to make delivery of stock which 
he had sold short. The Tax Court decided 
the two issues involved in favor of taxpayer. 


The first issue, namely, whether taxpayer 
was engaged in the business of trading se- 
curities, seems well settled. 


The Board of Tax Appeals in Alverson v. 
Commissioner, 35 BTA 482 (1937) [CCH 
Dec. 9580], recognized the taxpayer, prin- 
cipally engaged in the practice of law, as 
also engaged in the business of buying and 
selling stocks and securities. It stated that 
it was not material that the taxpayer had 
other or larger business interests. 
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As to the second issue—whether the de- 
ductions claimed are ordinary and necessary 
business expenses for a trader or capital 
expenditures—the authorities are in conflict. 
Dart v. Commissioner, 74 F. (2d) 845 (CCA-4, 
1935) [35-1 uste J 9056], permits the deduc- 
tion as ordinary expense, while Commis- 
sioner v. Levis Estate, 127 F. (2d) 796 
(CCA-2, 1942) [42-1 ustc J 9463], considers 
the expense a capital expenditure. The Tax 
Court follows the Dart case, which was 
cited “with apparent approval” by the Su- 
preme Court of the United States in Deputy 
vy. du Pont, 308 U. S. 488 (1940) 40-1 ustc 
99161]. The Circuit Court in the Levis 
case did not consider the reference by the 
Supreme Court as an authoritative approval 
of the rule laid down in the Dart case. 


* * * 


Remote Possibility of Reverter seemed 
sufficient ground to include trust corpus in 
the grantor’s gross estate (Thomas v. Graham, 
CCA-5, December 12, 1946 [47-1 ustc 
§10,526]). The decedent was survived by 
his wife, two married daughters, and four 
minor grandchildren, while a fifth grand- 
child was born after his death. The trust 
could have reverted to him only by opera- 
tion of law, if he had survived all of these 
beneficiaries. The court considered it “im- 
material whether the decedent’s interest 
arose by implication of law or by the express 
terms of the instrument of transfer.” 


The Tax Court came to the contrary 
conclusion in Estate of Edward P. Hughes v. 
Commissioner, 7 TC —, No. 157, Decem- 
ber 16, 1946 [CCH Dec. 15,510]. In the 
Hughes case the decedent transferred certain 
property in trust, retaining the income for 
life with remainder to his five children and 
their issue per stirpes. The Tax Court held 
the corpus was not includible in the dece- 
dent’s estate, following its reasoning in 
Francis Biddle Trust, 3 TC 832 (1944) 
[CCH Dec. 13,920]; Estate of Harris Fahne- 
stock, 4 TC 1096 (1945) [CCH Dec. 14,475]; 
and Estate of Mary B. Hunnewell, 4 TC 1128 
(1945) [CCH Dec. 14,490]. In the Biddle 
case the Tax Court looked at the degree of 


likelihood or remoteness of the contingen- 
cies. It saw as controlling factor the effort 
of the decedent to “deal with the foreseeable 
contingencies in such a way that the prop- 
erty could be permanently severed from her 
estate,” and did not hold it against the dece- 
dent that she did not provide for the highly 
improbable situation of the failure of her 
whole line. 


It is to be hoped that the uncertainty 
in this particular field of tax law will be 
removed by an authoritative decision. 


* * * 


Repayment of Disallowed Salaries by cor- 
porate officers and stockholders does not 
relieve them from tax since they received 
the salaries under a claim of right. This 
decision of the Tax Court in Fleischer v. 
Commissioner [CCH Dec. 14,929(M)], was 
upheld by the Circuit Court of Appeals for 
the eighth Circuit, December 5, 1946 [47-1 
ustc § 9102], under the Dobson rule. The 
payment of the salaries impaired the cor- 
porate capital in consequence of increased 
taxes following the disallowance of the sal- 
aries as excessive. The taxpayers took the 
position that the salaries were not income, 
but capital. 


In the Fleischer case the officers were 
stockholders. It is true that it is of no 
concern to an officer, not a stockholder, 
whether a salary does or does not impair 
the capital of a corporation. As officer he 
has no liability at all to repay any part 
of his salary, though it is disallowed as not 
constituting a mecessary and _ reasonable 
business expense. If he is a stockholder, 
the excess over the reasonable amount may 
be considered a dividend. But a dividend 
is not taxable if not paid out of earnings. 
This probably was the position of the tax- 
payer in the Fleischer case. To tax a divi- 
dend paid out of capital, would seem to 
present a “clear-cut mistake of law,” which, 
under the Dobson rule, justifies the reversal 
of the Tax Court. Since the stockholders, 
however, were officers, the Tax Court’s 
position has a reasonable basis in the law 
and cannot be disturbed. [The End] 
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SPAIN INCREASES TAXES TWENTY PER CENT 


The Spanish parliament passed a bill increasing all taxes an average of twenty 


per cent to meet their 1947 budget of 14,000,000,000 pesetas (about $1,275,000,000) 
which is a national record. 


Tax Items of Special Interest 





ALKING SHOP 


By LEWIS GLUICK, Certified Public Accountant 


T EACHING TAXATION is not new to 
the Shoptalker, but his recent class pro- 
vided many a new experience. His previous 
appearances in the classroom were before 
students engaged in the practice, or advanced 
in the study, of public accounting; but in his 
recent class roughly twenty-five per cent 
were accountants; the remainder, with the 
exception of the unemployed GI’s, followed 
such diverse vocations as realtors, small 
businessmen, secretaries and Civil Service 
clerks. 


The instructor’s problem was genuinely 
complicated in many respects. To some, 
bookkeeping was an anathema; others had 
left arithmetic in their grade-school class- 
rooms; so how should he reconcile the diverse 
backgrounds and personalities, and yet main- 
tain interest and deliver money’s worth for 
all. Even a homogeneous group is not kept 
awake easily from seven to nine, two nights 
a week; but to a heterogeneous group, taxa- 
tion more often than not had the effect of a 
heavy dinner. 


The brighter or more experienced students 
often raised interesting questions, quite per- 
tinent in most cases, but too frequently 
beyond the understanding of the major part 
of the class. Should the instructor restate 
the question, clarifying it as necessary, and 
give his answer, or state that it was beyond 
the scope of an elementary class, and request 
the asker to see him after class? He did 
both, learning early in the course that things 
must be stated in the simplest language 
(with private apologies to the lone student 
with a Phi Beta Kappa key). 


Questions revealed where the interest of 
the students lay, and called for a modifica- 
tion of the course outline. Social Security 
taxes, with other excises, had been sched- 
uled for a late session. They were moved 
forward to the third session. A show of 
hands indicated that nearly half of the stu- 
dents, if not involved personally in divorce 
proceedings, had close kin who were. So 
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appropriate stress was given to the tax com- 
plications of marital difficulties. The entire 
class was realty-minded, and tax matters 
affecting realty were emphasized. 

The local public library, otherwise good, 
is woefully weak on taxation. It seemed 
futile to assign collateral reading, but a list of 
suggested reading was mimeographed and 
distributed. Ninety per cent of the items 
listed referred to Taxes—The Tar Maga- 
sine and the Journal of Accountacy. The 
instructor brought and read to the class 
numerous extracts which properly should 
have been merely mentioned. One mag- 
nificient article by Godfrey Nelson (New 
York Times) on “Capital Gains” was, with 
the permission of the author, mimeographed 
and distributed. 

Early in the course, definite assignments 
were made in the prescribed text (CCH 
Federal Tax Course, by George T. Altman) 
Students were urged to work the problems 
in the text at home; many did not. 


The assignment method proving unsatis- 
factory, a better one was devised. After 
barely touching the high-spots, the instruc- 
tor turned to the problems, and asked the 
class to work the ones selected, in the class- 
room. Then the class was alerted, and the 
solution given. The vital points of each 
problem were brought out and explained. 
This method worked quite well. 


Since even the best instructor eventually 
becomes commonplace to his students, it is 
well to enliven the course with guests. There- 
fore, the Shoptalker invited the following: 


An attorney, to explain procedure before 
the Tax Court and appellate courts. 

A senior Deputy Collector, to explain 
what happened to a tax return after it 
reached the Collector’s office. 


An accountant, skilled from long exper- 
ience in gas and oil, to explain the tax 
provisions regarding those minerals, which 
constitute the chief wealth of the town where 
the Shoptalker resides, practices and teaches 
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Each guest took the second hour of the 
session, and remained for quizzing by the 


But the greatest lesson of all was learned 
by the instructor; you can’t teach federal 
taxation if you don’t know about it from 
Taxation is not a subject to 
be studied in an ivory tower. 


The Customers Always Write 
The tollowing comes from G. O. Stone 


of Webster Groves, Missouri. 
Shop” for December, 1946, page 1218.) 


(See “Talking 


“On page 3 of WT I find a section 7 
which deals with Supplemental Wage Pay- 
You will find there explained that 
the correct procedure for Rosie’s boss is as 


“Tax on $30 regularly paid...... $3.40 
Tax on $60 (sum of her bonus 
and her current paycheck) 
Difference to be withheld on bonus 


“This way Rosie’s withheld tax for the 
year will amount to $182.10, which will 
make her even more angry, but if I were 
her boss that’s what I would do. 
are only fifty-two weeks in a year and her 
boss has no right to give her fifty-three 
weeks’ exemption; therefore, a $3.40 deduc- 
tion on the bonus is absolutely wrong. What 
Rosie should do is get Mr. X Gish to give 
her the bonus in advance in weekly install- 
Then her weekly tax would be no 
greater, yet she would only have eighty cents 
Then also, if she married she 
would already have her bonus, or part of 
it, which would be a good deal for Rosie, 
don’t you think? 


“Don’t think there aren’t a lot of Rosies, 
We had an employee who habitually 
was late fifteen minutes each week, just to 
stay in the lower withholding bracket. 
course, that isn’t very good business, for 
the withholding tax is computed on the mid- 
Anyone earning less 
than the mid-point of the bracket will theo- 
retically receive a refund for the year, and 
anyone over the mid-point will have to pay 
However, it takes only one week off 
without pay, or one back-pay check or paid 
vacation, to mess up the whole scheme. 


point of the bracket. 


“When I worked my way through college 
I wanted every dollar I earned each summer 
Today the boys have 
to wait until the next spring to get a return 
ot the tax withheld—which is too late to 


Talking Shop 


for the fall semester. 






buy books for the fall term. This is grossly 
unfair to the youth of today, in my humble 
opinion. 


“And then there is that girl that worked 
for us one summer. She watched her earn- 
ings total like a hawk. Then one day she 
announced she was leaving. She had earned 
$498 and had to quit so her father could 
claim her as a dependent, while she would 
still get all her withheld tax refunded. 


“Lots of angles, aren’t there?” (See FTG 
7 68.) 


l. J. Samuels of Los Angeles has this to 
say about estates by entirety. 


“Such an estate is one arising from a gift 
or conveyance to husband and wife during 
marriage, made at one time, arising from 
the same title, holding equal interests and 
possession, which cannot be alienated during 
their coverture without the consent of the 
other, and which went to the survivor upon 
the death of the other. These were common 
in the older common law. 


“In community property states, they have 
been abolished. So in California, for in- 
stance, this type of estate is not dealt with 
under the federal or any other tax law, be- 
cause it is nonexistent. The incidents of 
such an estate after its abolishment differ 
in the different states. The deductions 
affecting the tax return and any other mat- 
ters would be treated in accord with the 
type of estate it is considered to be after 
abolishment. This is usually, in community 
property states, community property, but 
not necessarily, as the spouses can agree 
to change the type of property to joint, in 
common or, if they meet federal require- 
ments, in partnership, or separate. Take 
vour choice.” 


Change in Accounting 


One of the most annoying things in the 
Regulations, which has distressed the Shop- 
talker recently, is the difference in period 
required for changes. Change in accounting 
pertod from fiscal to calendar year requires 
sixty days notice to the Commissioner. 
(Regulations 111, 46-1); change in account- 
ing method—that is, from cash to accrual— 
requires ninety days. (Regulations 41-2.) 
As the two changes often are made simul- 
taneously, unnecessary confusion results. ' 
The Commissioner could amend his regula- 
tions to make them uniform. Either one is 
satisfactory. Both are a headache. 


(Continued on back inside cover) 
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in the Freld of Taxation 


Proceedings 
of Accountants’ Meeting 


New Developments in Accounting. Ameri- 
can Institute of Accountants, 13 East 4lst 
Street, New York. 1946. 212 pages. $2. 


This volume reports the proceedings of 
the recent annual meeting of the American 
Institute of Accountants. The papers pre- 
sented are, the publishers feel, of major 
value to accountants, financial and account- 
ing executives, teachers and students. Be- 
cause of the increased responsibilities of 
accountants in a period of financial change, 
the appearance of these papers is particu- 
larly timely. Those who participated in the 
program are men in the top ranks of the 
accounting profession; their topics reflect 
important thought on current theory and 
practice in accountancy. 


Among the subjects treated here are 
articles on accounting procedure, auditing 
standards, wartime developments in cost 
accounting as they affect auditors, audit of 
machine-kept records, problems of the sole 
practitioner and of the moderate-sized firm, 
accounting education and federal taxation. 


Capital Gains and Losses 


Capital Gains Taxation. Thomas N. Tar- 
leau and others. Tax Institute, Inc., New 


York. December 7, 1946. 106 pages. $3. 


The knotty problem of tax treatment of 
capital gains and losses is considered by a 
number of distinguished participants in this 
volume, which is the first of the recently 
initiated Tax Institute Panel Series. Ac- 
cording to Mr. Thomas N. Tarleau, Chair- 
man of the Panel Committee, this topic was 
selected by the Tax Institute Panel Com- 
mittee because it believe that capital gains 
taxation “has created more controversies 
than almost any other single feature of our 
revenue system.” 


176 


The publication contains a report of the 
two-day session of the panel. In addition 
to the chairman, a member of the New 
York bar and formerly Tax Legislative 
Counsel of the Treasury Department, par- 
ticipants were Franklin Cole, Cole, Hoising- 
ton & Company, Inc.; Harold M. Groves, 
University of Wisconsin; George O. May, 
Price Waterhouse and Company; Harry 
J. Rudick, Lord, Day & Lord; Beardsley 
Ruml, R. H. Macy & Company; Eustace 
Seligman, Sullivan & Cromwell; Lawrence 
H. Seltzer, Wayne University; and Carl 
Shoup, Columbia University. 

The panel discussion covers such prelimi- 
nary considerations as concepts of income, 
concepts of capital gains, social and eco- 
nomic effects, and mechanical difficulties. 
There are chapters on the “British Attitude 
on Capital Gains,” “Capital Gains and the 
Individual,” and “Capital Gains and the 
Corporation.” 

All of the participants favor at least 
moderate taxation of capital gains, although 
there is considerable difference of opinion 
on details. Some of the liveliest discussion 
centers around rates and periods. A gradual 
tapering of the rates with complete exemp- 
tion after a specified number of years is 
strongly advocated by some of the partici- 
pants. 

The importance of studying the oper- 
ational effects of the tax was emphasized 
by several participants, particularly Mr. 
Ruml, who advocated further study of such 
consequences. It was generally agreed that 
a factual study of considerable proportions 
would be necessary to be effective, but that 
such a study would be highly desirable. 
In the meantime it was suggested by Mr. 
Cole that “the decision should revolve 
around venture capital and the fluidity of 
markets.” 
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INTERPRETATIONS 


Court... Administrative 


APPELLATE AND LOWER COURTS 


Estate tax: Power to change enjoyment: 
Transfer prior to June 23, 1936: Accelera- 
tion of remainders.—Decedent, who died in 
1939, created a trust in 1924, naming him- 
self and another as trustees. Where the 
trustees were given a discretionary power 
to accumulate trust income and accelerate 
payment of principal to the income bene- 
ficiaries by terminating the trust, the full 
value of the corpus is includible in the gross 
estate. The power of acceleration is re- 
garded as a power to “alter, amend or re- 
voke,” following Commissioner v. Estate of 
Holmes, 326 U. S. 480, 46-1 ustc J 10,245. 
CCA-2. Commissioner of Internal Revenue, 
Petitioner v. Estate of Thomas Jefferson New- 
bold, Deceased, Katherine H. Newbold and 
Augustus P. Loring, Jr., Executors, Respond- 
ents, 47-1 ustc J 10,524. 


Items not deductible: Reasonableness of 
attorney’s fees —Taxpayer on his 1940 and 
1941 returns took a deduction, as ordinary 
and necessary business expenses, of attor- 
ney’s fees paid in defending a suit affecting 
his interest in a co-partnership and an ac- 
accounting. The Commissioner contended 
the attorney’s fees were not deductible as 
business expenses. The court holds the 
deductions were of ordinary and necessary 
expenses, paid in carrying on taxpayer’s 
trade or busines. The sums spent were pri- 
marily for defending an accounting suit, not, 
as Commissioner contended, an expense in 
defending taxpayer’s interest in a partner- 
ship. CCA-7. A.J. Rassenfoss, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 47-1 ustc J 9108. 


TAX COURT 


Deductions: Expenses: Rentals paid to 
principal shareholder: Excessive payments 
as dividends: Effect of community property 
law.—Taxpayer G. L. Limerick owned a 
building and furniture business located 
therein in 1937. In 1938 the business was 
acquired by a corporation (taxpayer) the 
stock of which was held by taxpayer B. O. 
Limerick (wife of G. L. Limerick), their 


Interpretations 


*. 


daughter and their son-in-law. The corpo- 
ration rented the building from G. L. Lim- 
erick and, in 1941, G. L. Limerick became 
the president and majority stockholder of 
the corporation. Also in 1941, G. L. Limer- 
ick acquired a building for $50,698.59, into 
which the corporation moved and paid the 
owner rent at the rate of $1,500 per month. 
The corporation was dissolved on Septem- 
ber 30, 1943, and taxpayers G. L. and B. O. 
Limerick admit liability as transferees in 
the event that the corporation is found to 
have distributed dividends in the guise of 
rentals during 1941, 1942 and 1943. The 
court considers the effect of the community 
property law in determining the parties in 
interest (non-transferees), and holds that 
the payments designated as rent in excess 
of $700 per month are a distribution of divi- 
dends and therefore not deductible. Rental 
at a rate which would pay for the building 
every 34 months is clearly not in an amount 
which the corporation would be required to 
pay if landlord and tenant were dealing at 
arm’s length. Limericks, Inc. v. Commis- 
sioner; G. L. Limerick, Transferee v. Com- 
missioner; B. O. Limerick, Transferee v. 
Commissioner, CCH Dec. 15,466. 


Gross income: Exclusions: Unused re- 
serve for bad debts: Tax benefit rule—Tax- 
payer, a corporation, acquired mortgages in 
1936 at a cost of $82,377.78, against which 
it had realized $70,103.96 upon dissolution in 
1942. In 1936, 1937 and 1938, taxpayer cre- 
ated a reserve for bad debts of $15,417.62, 
against which was charged $12,273.82, leav- 
ing a balance in the reserve account in 1942 
of $3,143.80. In 1936, 1937 and 1938, tax- 
payer had deducted the amounts charged to 
the reserve, but even if it had not taken such 


- deductions in those years it would have had 
‘ income of only $40.07 in 1936. The Com- 


missioner had determined that the unused 
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portion of the reserve existing on dissolu- 
tion of taxpayer in 1942 was income in that 
year, but the court holds that the tax benefit 
rule applies and that the reserve is income only 
to the extent of $40.07. The court reaches 
this conclusion on the ground that Reg. 
Sec. 29.22 (b) (12)-1 (a) applies only to 
the case where a specific debt is charged 
against the reserve, whereas here the bal- 
ance does not represent a recovery upon 
any debt previously charged against the re- 
serve, but rather a final balance against 
which no specific debt has ever been or ever 
will be charged. M & E Corporation (A 
Dissolved Corporation) v. Commissioner, CCH 
Dec. 15,496. 


Compensation for services rendered: In- 
dividual job performed under contract cov- 
ering several jobs.—Petitioner was em- 
ployed on the basis of a fixed salary plus a 
percentage of the net profits. His services 
involved bidding on paving projects and 
supervising the work. This suit involves a 
contract for construction with a Florida 
county. Pursuant to his contract petitioner 
received a fixed salary of $4,678.75. Much 
litigation arose over this contract and cov- 
ered the period of 1930 to 1941. In Decem- 
ber, 1941, petitioner received his share of 
the net profits in the sum of $30,000. Peti- 
tioner contends that more than 75% of his 
compensation was received in 1941 and that 
Sec. 107 of the Internal Revenue Code, as 
amended by Sec. 139 of the Revenue Act 
of 1942, applies. The court holds against 
the petitioner. “The statute [Sec. 107] may 
be invoked where the taxpayer receives in 
one taxable year a certain percentage of the 
total compensation for personal services 
covering a period of stated duration.” The 
amount of compensation received by peti- 
tioner herein was only a part of his total 
compensation for personal services; there- 
fore, less than 75% of his total compensa- 
tion was received under his employment 
contract. J. Mackay Spears v. Commissioner, 
CCH Dec. 15,495. 


TAX COURT— 
MEMORANDUM OPINIONS 


Deductions: Contribution to pension fund: 
Compensation “paid” under Sec. 23(a): 
Recapture of fund: Applicability of Sec. 
23(p).—The sum of $22,504.12 paid by tax- 
payer-corporation to the trustee of a pension 
trust was held not deductible as a business 
expense under Code Sec. 23(a)(1) or as an 
amount transferred or paid into such trust 
within the meaning of Sec. 23(p) of the 
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Code. It was found by the Tax Court that 
although the salary paid to each beneficiary 
plus the contribution to the pension fund 
attributable to that beneficiary was reason. 
able compensation for services actually rep. 
dered, the amount of the contribution to the 
fund in 1941 was not actually “compensa. 
tion paid” within the meaning of Sec. 23(a), 
The trust instrument and the pension plan 
contained provisions as follows: (1) any 
person who left the employ of taxpayer 
ceased to be a beneficiary; (2) the pension 
committee could oust a beneficiary from 
participation in the plan under certain condi- 
tions; (3) the death of a beneficiary termi- 
nated all rights of the beneficiary or his 
estate to receive the pension; (4) taxpayer 
reserved the right to change or discontinue 
the pension plan at any time: and the vested 
right of each beneficiary was merely that 
he or his estate could recover his own con- 
tributions plus nominal interest upon his 
death, his separation from participation jn 
the plan, or its termination. In effect tax- 
payer could regain its 1941 contribution to 
the trust fund. Likewise, since the trust 
was not exempt from tax under Code Sec. 
165, taxpayer’s contributions to it in 194] 
were not deductible under Sec. 23(p). Brush- 
Moore Newspapers, Inc. v. Commissioner, 
CCH Dec. 15,511(M). 


Deductions: Bad debts: Partial worth- 
lessness: Commissioner’s action.— Taxpayer 
claimed a partial bad debt deduction of 
$43,200 in her 1941 return. Taxpayer in 
1927 sold real estate for $97,500 and took 
back a $70,000 purchase money mortgage. 
The purchaser defaulted subsequently; in 
1941 the purchaser notified taxpayer he was 
unable to pay. Taxpayer’s lawyer investi- 
gated the purchaser’s financial condition 
and found that the property was the only 
source from which taxpayer could expect 
payment. The property in 1941 was worth 
$26,800. Commissioner in determining tax- 
payer’s deficiency found that the purchaser 


had $10,000 assets besides the property worth 
$26,800 and that taxpayer’s adjusted basis 
was $64,738.75 less the $27,500 cash payment 
or $32,238.75. Commissioner found the de- 
Tax Court 
found taxpayer’s error was in taking $70,000 
as the basis for the unpaid portion of the 
mortgage note; no evidence was offered as 
to the value of the note in 1927. Commis- 
sioner’s determination was correct; how- 
ever, Commissioner erred in including the 
$10,000 of other assets of the purchaser. 
The deduction should be $10,438.75. Tax- 
payer was entitled to chage off the worthless 
ascertaining 


duction allowable was $438.75. 


portion of the debt after 
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whether there would be any substantial re- 
covery on the indebtedness, Fanny T. Coch- 
ran v. Commissioner, CCH Dec. 15,500(M). 


Deductions: Expenses: Compensation for 
personal services: Reasonableness: Fact 
finding —Taxpayer, a corporation, paid its 
president and principal salesman $7,360 for 
services rendered as president and $38,061.33 
ys commissions on sales made by him in 
the fiscal year ended May 31, 1942. Tax- 
payer’s president’s wife was the principal 
shareholder of the corporation and the earn- 
ings of the president were about seven times 
as much as he had earned in any prior year, 
but the court holds the compensation to 
have been reasonable because of the long 
experience and valuable contacts which en- 
abled the president to be principally respons- 
ible for taxpayer’s success. Eagle Office 
Equipment Company, Inc. v. Commissioner, 
CCH Dec. 15,477(M). 


Gross income: Inventories: Opening in- 
ventory: Adjustment: No tax benefit.—The 
Commissioner adjusted taxpayer’s closing 
inventory of finished goods at December 31, 
1940, from $16,735.20 to $25,410.62, and tax- 
payer contends that a corresponding adjust- 
ment should have been made in its opening 
inventory of finished goods at January 1, 
1940, which it reported as $27,106.59. The 
court holds that, since a corresponding ad- 
justment to the opening inventory would 
have reduced it by $371.94 and income for 
the year would have increased correspond- 
ingly, no benefit to taxpayer would have 
resulted, and it is therefore unnecessary to 
determine the merits of the controversy 
concerning the adjustment. Since the Com- 
missioner has not requested an increased 
deficiency, decision is entered for him. 
Eureka Fire Brick Works v. Commissioner, 
CCH Dec. 15,499(M). 


Penalties: Failure to file excess profits tax 
return.— Taxpayer, having failed to show 
reasonable cause for failure to file an excess 
profits tax return for the taxable year, was 
assessed a 25 per cent penalty. Home Builders 
Lumber Company v. Commissioner, CCH 
Dec. 15,515(M). 


_ Deductions: Expenses: Trader in securi- 
ties: Short sales— Taxpayer, a practicing 
lawyer, was engaged, in 1941, in the business 
of buying and selling stock as a market 
trader on his own account. Taxpayer bor- 
rowed stock in order to. make delivery on 
a short sale and pursuant to the custom in 
the New York Stock Exchange the lender 
is entitled to all dividends declared on the 
borrowed stock until replacements are fur- 


Interpretations 


nished. ‘Taxpayer, m 1941, was charged 
$3,470, which represented payments in lieu 
of dividends on short sales. Taxpayer 
charged off this amount as a business ex- 
pense, the Commissioner disallowing this 
deduction. The Tax Court holds for the 


taxpayer that the amounts paid in lieu of 
dividends on account of stock borrowed to 
make short sales are deductible as business 
expenses by the person engaged in the busi- 
ness of stock trading. Guy M. Peters v. 
Commissioner, CCH Dec. 15,492(M). 


Compensation for services rendered: Seg- 
regation of income to particular service.— 
Taxpayer, an attorney, in his income tax 
return for 1941, allocated $5,000 of $15,000 
compensation received from the law firm 
with which he was associated as his share 
in the fee from a Water Works case wherein 
he performed service from December, 1935, 
to April, 1941. Taxpayer did not show how 
he arrived at the segregation of the $5,000 
to the Water Works case. The Tax Court 
held for the Commissioner in disallowing 
relief under Code Sec. 107, relating to long- 
term compensation. If taxpayer was an em- 
ployee there is no way of determining $5,000 
to be 75% of the total compensation for 
services performed, because there is no justi- 
fication for allocation of a small amount of 
compensation in earlier years to the work 
performed by him on the Water Works case. 
If taxpayer had a profit-sharing arrange- 
ment there was no allocation in previous 
years of his share for specific services. What 
he received was his entire compensation for 
services. The same result would follow if 
taxpayer were a partner. There was, also, 
nothing to indicate an agreement existed, if 
taxpayer were a junior partner, to compen- 
sate him for service in the Water Works case. 
There was no evidence to even suggest that 
payments in prior years included anticipa- 
tion of a fee in the Water Works case. Eu- 
gene J. Phillips v. Commissioner, CCH Dec. 
15,512(M). 


RULINGS 


New York state franchise tax: Treat- 
ment for federal income tax purposes of 
state tax credit where taxpayer repays to 
the government excessive profits determined 
by renegotiation of government contracts. 
—For the purpose of computing the tax- 
able net income of the M Corporation for - 
the taxable year 1944 for federal income 
tax purposes, the amount of New York state 
franchise taxes, otherwise allowable as a de- 
duction under Code Sec. 23(c), is required 
to be reduced by reason of the renegotiation 
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agreement entered into in the taxable year 
1945, under which excessive profits are deter- 
mined and repaid for such prior taxable year. 
In case the corporation repays excessive 
profits in the taxable year 1946 for the 
prior taxable year, the same principle will 
be followed for determining the state fran- 
chise taxes for such year. Prior letter ruling 
revoked. Special Ruling, December 6, 1946. 
474 CCH { 6068. 


Indiana gross income tax: Deductibility in 
computing adjusted gross income.— Deduc- 
tibility of the Indiana gross income tax, in 
computing adjusted gross income for fed- 
eral income tax purposes, in the case of an 
individual taxpayer who is engaged in a 
trade or business. 


I. T. 3766 (CB 1945, 83) modified. I. T. 
3829, 1946-26-12459 (p. 4). 474 CCH { 6071. 


STATE COURTS 


Previously taxed property: Deductibility. 
—Decedent’s estate, which exceeded $100,000, 
included approximately $34,000 in property 
acquired from the estate of his wife who 
predeceased him by about one month. This 
sum was allowed as a deduction for previ- 
ously taxed property in computing Federal 
estate taxes. The Arkansas Commissioner 
of Revenue, however, refused to allow the 
deduction in computing Arkansas estate 


taxes, which to the extent they apply to that 
part of an estate in excess of $100,000 
consist merely of the 80 per cent credit 
allowed against the basic Federal estate tax 
less death taxes paid other states. It is held 
that the deduction must be allowed for 
Arkansas estate tax purposes in view of the 
nature of the tax as applied to estates jp 
excess of $100,000—Ark. O. A. Cook, Com- 
missioner of Revenue v. Taylor, Executor, 
CCH Inheritance Estate and Gift Tax Re- 
porter J 16,052. 


Gift tax: Transfer to a corporation: Donor 
as stockholder: Deduction for encumbrance 
securing joint and several liability— Donor 
transferred property to a corporation, in 
which he held 40% of the stock, with 60% 
thereof held by his children and a nephew, 
Where a salary of $500 a month which donor 
hoped to receive from the corporation was 
to be paid as compensation for his services 
and not as consideration for the property, 
a gift is held to have been made. As the 
gift was indirectly made to donor’s children 
and the nephew, who were stockholders, 
donor is entitled to an exclusion for each of 
them. Where donor retained the economic 
benefit with respect to 40% of the value of 
the transferred property because of his own- 
ership of this percentage of stock in the 
corporation, there can be no tax on such 
portion of the value of the property. As 


oo 

Secretary of the Treasury John W. Snyder (left) confers with Representative Harold 

Knutson (center), chairman of the Ways and Means Committee, and Senator Eugene D. 

Millikin (right), chairman of the Senate Finance Committee, about the national budget 
and the possibility of tax reduction 
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for an encumbrance on the property secur- 
; joint and several liability of donor, 
his wife, and the corporation, donor had 
agreed to pay half of the balance unpaid 
on the obligation and the corporation had 
agreed to pay the other half. In determin- 
ing the value of the gift where the corpora- 
tion is entirely solvent, only the portion of 
the unpaid balance which donor is obligated 
to pay is deductible—Calif. A. Gregory, Re- 
spondent v. the State of California, Appellant, 
CCH Inheritance Estate and Gift Tax Re- 
porter {| 16,053. 


Property subject to tax: Tangibles and 
intangibles of foreign ambassador.—Dece- 
dent, who died in 1944, was a citizen of 
Peru and served as ambassador to the 
United States, residing at the Peruvian 
Embassy. At the time of his death, he 
owned certain tangible property located in 
the Embassy, and had deposits in a Wash- 
ington bank. It is held that decedent’s 
status was that of an alien and so not cov- 
ered by Section 15, Title V, providing that 
intangibles not employed in business in the 
District shall be deemed to be located at 
the domicile of the owner. It is further 
held that decedent’s position as a foreign 
ambassador does not preclude taxation of 
his property for inheritance tax purposes. 
As for tangibles located in the Embassy, the 
fiction of exterritoriality does not operate 
to prevent imposition of the tax.—D. C. 
Estate of Manuel De Freyre y Santander, 
Deceased, Francis J. Wilcox, Administrator, 
Petitioner v. District of Columbia, Respondent, 
CCH Inheritance Estate and Gift Tax Re- 
porter J 16,056. 


Valuing closely held shares.—Among the 
assets of decedent, who died in April, 1944, 
were 120 shares of stock in a close corpora- 
tion engaged in the retail jewelry business. 
In June, 1944, 120 shares of the stock were 
sold by decedent’s sister for $80.65 a share. 
In March, 1945, decedent’s executors sold 
his shares for $79-1/6 a share in order to 
facilitate setting up a trust estate. Where 
the assessor valued the stock at $300 a share 
for taxation purposes, it is held, on the facts, 
that the value of the stock at date of death 
was $118 a share—D. C. Mary H. Wattles 
et al, Executors, Petitioners v. District of 
Columbia, Respondent, CCH Inheritance Es- 
tate and Gift Tax Reporter { 16,055. 


_ Powers of appointment: Method of tax- 
ing transfers under.—Property passing under 
the exercise of a general power of appoint- 
ment is taxed in the estate of the donee of 
the power on the basis of the relationship 
of the appointees to the donee. 


Interpretations 


Rates and exemptions: Lineal descend- 
ants: Children of adopted children.—Natural 
children of adopted children are, for inherit- 
ance tax purposes, lineal descendants of the 
persons who adopted such children —Md. 
Joseph P. Connor, Register of Wills for Balti- 
more County, Plaintiff v. Josephine Mary 
O’Hara, Executrix of the Estate of James 
F. O’Hara, Jr., Deceased, and Trustee Under 
the Last Will and Testament of James F. 
O’Hara, Jr., Defendant, CCH Inheritance 
Estate and Gift Tax Reporter J 16,060. 


Assessment of inheritance tax: Power to 
enjoin pending title suit— Plaintiff brought 
a bill in equity seeking to establish that cer- 
tain property standing in the name of dece- 
dent at the time of her death was rightfully 
his. He sought also to enjoin the Com- 
missioner of Corporations and Taxation 
from assessing inheritance taxes against any 
of the property in question until termination 
of the equity proceedings. It is held that 
the injunction may not be granted, that the 
remedies granted in Sections 25, 27 and 30 
of the inheritance tax law are exclusive. The 
jurisdiction over inheritance tax questions 
rests in the Probate Court—Mass. David 
Rines v. David Rines, Administrator and 
Others, CCH Inheritance Estate and Gift 
Tax Reporter { 16,062. 


Valuation: Real property.—Decedent died 
in 1935. At the time of his death he owned 
certain real property on which stood a hotel 
worth only $152,000. The property, includ- 
ing the hotel, was variously valued from 
$4,000,000 to $2,000,000. Finally, a valuation 
of $2,300,000, which had also been used for 
federal estate tax purposes, was entered on 
the New York appraiser’s report, submitted 
in 1939. No order fixing the tax was entered 
at that time and it was not until 1945 that 
a pro forma order was entered. Then the 
executor attempted to offer proof that many 
unsuccessful attempts were made to sell the 
property until, in 1943, it was sold for $650,000. 
He attempted to base an appeal from the 
bro forma order on the basis of the selling 
price of the property, claiming the price 
from the sale more than seven years after 
decedent’s death was conclusive evidence of 
value, and that the appraiser refused to 
employ standard principles of valuation. It 
is held that the appeal must be denied, there 
being insufficient evidence to overcome the .- 
findings of the appraiser which, if supported 
by evidence not patently against the weight 
of evidence, must be sustained.—N. Y. Estate 
of Benjamin L. M. Bates, CCH Inheritance 
Estate and Gift Tax Reporter { 16,066. 
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STATE TAX CALENDAR 


ALABAMA March 15 


March 1 Gross income reports and payments due 
Automobile dealers’ reports due. Income tax return, information Tetum 
Freight line companies’ license tax state- and Ist installment due. 

ments due. Motor carriers’ reports and taxes due. 
Insurance companies’ gross premiums tax Use fuel tax report and payment due. 
reports and payments due. 
Public utilities’ property tax statements March 25—— 
due. Motor vehicle fuel distributors’, whole. 


salers’ and carriers’ reports and pay. 
March 10—— " 


ments due. 
Automobile dealers’ reports due. 
Report and payment of service licensees 
of alcoholic beverages due. 
Reports of manufacturers and distributors March 1 
of alcoholic beverages due. 
Tobacco stamp and use tax report and 
payment due. 
Tobacco wholesalers’ and jobbers’ reports 
due. 


ARKANSAS 


Corporation franchise tax reports due. 

Foreign insurance company gross pre. 
miums tax due. 

Public utility corporation property re March 1 
ports due. Petrol 


mont 
March 15 First Monday. Ten day: 


Carriers’, warehouses’ and transporters’ mee ; 
’ : I Insurance agents’ license fees due. Petrol 


gasoline tax reports due. 
Carriers’, warehouses’ and transporters’ March 10—— —- 
lubricating oils tax reports due. March 1. 
Franchise tax reports of foreign and do- Beer a 
mestic corporations due. Distill 
Income tax returns and first installment Last . 
of tax due. tion 
Information returns due. corp 
Motor carriers’ mileage report and tax stall 
due. March 15 Last | 
Oil and gas conservation tax report and por 
payment due. tran 
fore 
March 20 March 20-—— Motor 
\utomobile dealers’ reports due. Gross receipts tax report and payment ee 
se ft 


Alcoholic beverages consumers’ sales 
taxes due. 

Cigarette reports due. 

Motor fuel carriers’ reports due. 

Natural resources severance tax report 
and payment due. 


. 
Alcoholic beverages reports due. 
Oil and gas reports and payments due 


Coal and iron ore mining tax report and due. 

payment due. Use fuel tax report and payment due March | 
Mort: 
Moto: 


Gasoline tax report and payment due. March 25 


Lubricating oils tax report and payment 
due. 


General gasoline taxes and reports du 
Motor vehicle report on fuel brought int 


: state due. March 
Sales tax reports and payments due. All y 


Motor fuel tax report and payment due. 


CALIFORNIA this 


ARIZONA Insur 
March 5 March 1 por 


Common carrier distilled spirits tax re- Lien 
port and payment due. she 
March 10—— Gasoline tax report and payment due. March 
Report and payment of wholesalers of General insurers’ and surplus line brokers Adm 
malt, vinous and spirituous liquors due. reports due. Alco 


Alcoholic beverages licensees’ reports due. 


Tax due on unsecured personal property Mortgage insurers’ annual reports delin- Bye 
within $200 value. quent. Mot 
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hole. 
pay 


March 10-—— 

Petroleum and natural 

monthly reports due. 
Ten days after first Monday 

Petroleum and natural gas 

annual reports due. 
March 15 

Beer and wine report and tax due. 

Distilled spirits report and tax due. 

Last day for filing franchise or corpora- 
tion income tax report by calendar year 
corporations and payment of first in- 
stallment. 

Last day for railroad and express cor- 
porations to file reports of receipts and 
transmissions of money from or to 
foreign countries. 

Motor fuel importers’ reports due. 

Non-beverage alcohol reports due. 

Use fuel tax report and tax due. 

March 20 
Mortgage insurers’ monthly reports due. 
Motor carriers’ gross receipts tax due. 


gas companies’ 


companies’ 


COLORADO 
March 1 

All personal property is 
this date. 

Insurance companies’ premiums tax re- 
port and payment due. 

Lien of general taxes for the current year 
shall attach. 

€. March 5 


kers’ 


assessed as of 


\dmissions reports and payments due. 
Alcoholic beverage manufacturers’ reports 
due, 


Motor carriers’ tax due. 


lelin- 


azine | State Tax Calendar 


March 10—— 
Motor carriers’ reports due. 
March 14——— 
Sales tax reports and payments due. 
Use tax reports and payments due. 
March 15—— 
Annual corporation license fee (franchise 
tax) report due. 
Coal mine owners’ reports due. 
March 25—— 
Coal royalty tax due. 
Gasoline (including Diesel fuel) tax re- 
ports and payments due. 


CONNECTICUT 
March 1 
Gasoline tax due. 
Insurance companies’ premiums tax re- 
port and payment due. 
Motor bus corporation reports to Public 
Utilities Commission due. 
March 10—— 
Cigarette tax report due. 
March 15—— 
Gasoline and use fuel tax reports due 
Unincorporated business tax return and 
payment due. 
March 20-—— 
Alcoholic beverage tax return and pay- 
ment due. 
March 31 
Reports to Public Utilities Commission 
due. 
Utilities’ 
due. 


reports to Tax Commissioner 


DELAWARE 
March 1 
Insurance companies’ gross premiums tax 
reports and payments due. 
March 15—— 
Filling stations’ gasoline tax reports due 
Reports of manufacturers and importers 
of alcoholic beverages due. 
March 31 
Carriers’ reports due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Motor vehicle registration renewals due 


’ 


DISTRICT OF COLUMBIA 
March 1 
Annual gross receipts tax of street rail- 
roads due. 
Annual reports of all 
panies due. 


insurance com- 
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March 10—— 

Reports of licensed manufacturers and 
wholesalers of beer due. 

Reports of licensed manufacturers, whole- 
salers or retailers of alcoholic bever- 
ages due. 

March 15—— 
Tax on beer due. 
March 25—— 
Gasoline tax report and payment due. 


FLORIDA 





March 1 


Insurance company gross premiums tax 
and reports due. 

Motor transportation companies’ reports 
and taxes due. 


March 3—— 


Railroad and telegraph property tax re- 
turns due. 


March 10—— 


Agents’ and wholesalers’ 
reports due. 

Manufacturers’ and distributors’ alcoholic 
beverages reports and taxes due. 


March 15 


Electric or gas light, heat, power, tele- 
phone and telegraph company gross 
receipts report and tax due. 

Gasoline sales, use and storage reports 
and taxes due. 

Transporters’ and carriers’ alcoholic bev- 
erages reports due. 


March 25—— 


Oil and gas severance reports and taxes 
due. 


March 31 
Auto transportation company annual re- 
ports due. 
Intangibles tax for prior year delinquent 
after this day. 


cigarette tax 








GEORGIA 
March 1 


Insurance companies’ gross premiums re- 
port and tax due. 

Intangible property tax return of cor- 
porations due. 

Property tax returns of railroads, express 
companies and public utilities due. 

Title insurance companies’ return and 
payment due. 


March 10—— 


Cigar and cigarette reports due. 
Liquor wholesalers’ reports due. 
Motor carriers’ reports due. 
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March 15—— h 15 
Malt beverage tax report due. — owe 
Income information and tax returns anj F _ us 

first installment due. “ 
Intangible property tax return due. March 2¢ 

March 20—— Bank s 
Gasoline tax report and payment due. Build 

March 31 tax r 
Carbonic acid gas report due. March 2 

Gasoli 
IDAHO 

March 1 
Express companies’ statements due. March 1 
Insurance companies’ and surplus line First i 

brokers’ annual report due. Insura 

March 15—— turn 
Beer dealers’, brewers’ and wholesalers’ Teleg: 

reports due. port 
Cigarette wholesalers’ drop shipment re- relo 
ports due. hl 
Corporation and individual income tax Mare + 
returns and payments due. sae 
Electric generating companies’ kilowatt “i 
hour statement and tax payment due, c ed 
Fuel dealers’ reports and tax payments ty 
due. March 
Gasoline dealers’ tax report and payment} "co" 
due. tur 
Oil production tax reports and payments 
due. 
Public utilities’ statement and tax due. 

March 31—— — 
Beer tax, additional, due. “ie 
Express companies’ annual gross receipts pa} 

statement due. Ret 
ILLINOIS ci 

March 1 — 
Insurance companies’ privilege tax re- March 

ports due. Ciga: 

March 10—— March 
Insurance surplus line brokers’ reports Alco 

due. sal 
Motor carriers’ mileage tax due. ta? 

March 15—— Rep¢ 
Alcoholic beverage tax reports due. du 
Cigarette tax return due. March 
Electricity tax report and tax due. Carr 
Gas tax report and tax due. an 
Messages tax report and tax due. Con 
Sales tax report and payment due. dt 

March 20—— Mot 
Gasoline tax report and payment due. pe 

March 31 Oil 
Gasoline transporters’ tax report due. Util 

Marcl 
INDIANA Sal 

March 1 Spe 
Alcoholic vinous beverage tax due. d 
Foreign insurance company premiums _— 

tax return and payment due. Gas 





State 


$line 


Salers’ 
nt re- 
e tax 
lowatt 
due, 

ments 
yment 


ments 


due. 


eports 


March 15—— 
Alcoholic vinous beverage tax due. 
Fuel use tax reports and payments due. 


March 20—— 
Bank share tax report and payment due. 
Building and loan associations’ intangibles 
tax reports and payments due. 
March 25—— 
Gasoline tax report and payment due. 


IOWA 
March 1—— 

First installment of bank share tax due. 

Insurance companies’ premiums tax re- 
turn and payment due. 

Telegraph and telephone companies’ re- 
ports on lines extended, constructed, 
relocated or taken down due. 

March 10—— 

Carriers’ gasoline tax reports due. 

Cigarette vendors’ reports due. 

Class “A” permittees’ beer tax report and 
payment due. 

March 31 

Income tax and return, information re- 

turn and Ist installment due. 


KANSAS 
March 1 

Income tax information returns due. 

Insurance companies’ gross premiums tax 
payments due. 

Return due from railroad companies on 
amounts withheld from private car 
companies. 

March 5—— 
Cigarette distributors’ reports due. 
March 10 
Alcoholic 


salers’ 


and 
and 

taxes due. 
Reports of stamps transferred to retailers 

due from wholesale cigarette dealers. 


March 15 


Carriers’ gasoline and fuel use tax reports 
and fees due. 
Compensating tax report and payment 
due. 
Motor carriers’ gross ton mileage tax re- 
port and payment due. 
Oil inspection reports and fees due. 
Utilities’ property tax returns due. 
March 20—— 
Sales tax report and payment due. 
Special fuel use tax report and payment 
due. 
March 25—— 
Gasoline tax report and payment due. 


State Tax Calendar 


whole- 
reports and 


malt beverages 
distributors’ 


March 31 


Corporation franchise tax reports and 
domestic corporation tax due. 


KENTUCKY 
March 1 
Insurance companies other than life, re- 
port of premiums and tax due. 
March 10—— 
Amusement and entertainment report and 
tax due. 
Cigarette tax reports due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
March 15 
Alcoholic beverage reports due. 
Fuel use tax reports and payment due. 
Income tax information return due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax reports 
and payment due. 
March 20—— 
Oil production tax report and payment 
due. 
March 31 
Dealers’ and transporters’ gasoline tax 
‘report and payment due. 
Public utilities’ annual reports of gross 
earnings due. 


LOUISIANA 
March 1 
Foreign corporations’ reports due. 
Insurance companies’ premiums tax re- 
ports and payments due. 
Tobacco wholesalers’ reports due. 
Wholesalers’ and retailers’ license tax re- 
turns and payments due. 
March 10—— 
Alcoholic beverage importers’ reports due. 
Gasoline importers’ reports due. 
Kerosene importers’ reports due. 
Lubricating oil importers’ reports due. 
March 15—— 
Alcoholic beverage carriers’ reports due. 
Intoxicating liquor manufacturers’ and 
dealers’ reports due. 
Lubricating oil carriers’ reports due. 
Tobacco report due. 
March 20—— 
Alcoholic beverage reports and taxes due. 
Fuel use tax report and payment due. 
Gasoline dealers’ reports and tax due. 
Kerosene dealers’ reports and tax due. 
Lubricating oil dealers’ reports and tax 
due. 
New Orleans City sales and use tax re- 
ports and payment due. 
Sales and use tax report and payment due. 
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MAINE 


March 1 
Express 
reports due. 


Foreign corporation license fee and report 
due. 





and parlor car company tax 


March 10—— 


Malt beverages manufacturers’ and whole- 
salers’ reports due. 


March 15—— 
Use fuel tax report and payment due. 


March 31 


Gasoline tax report and payment due. 





MARYLAND 





March 5 


Public passenger motor vehicle report oi 
excess operations due. 


March 10—— 
Admissions tax payment due. 
Brokers’ reports of unauthorized insur- 
ance due. 


March 15 
Insurance companies’ gross premiums tax 
due. 
Reports of distillers and warehouses due. 
Utilities’ gross receipts tax due. 


March 31 


Beer tax report and payment due. 

Common carriers’ annual report to pub- 
lic service commission due. 

Gasoline tax report and payment due. 

Motor vehicle registration expires. 

Report of purchasers of cargo lots of 
motor fuel due. 











MASSACHUSETTS 
March 1 
Information at the source returns re- 
quired. 


Insurance companies’, except for marine 
or fire and marine companies, tax re- 
turns due. 

Personal income tax return and first-half 
of tax due. 


March 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


March 15 


Bank net income tax report due. 


March 20—— 
Cigarette distributors’ tax 
payment due. 


March 28—— 


Motor fuel tax report and payment due. 
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MICHIGAN March 15— 




































March 1 Alcoholt 
Motor vehicle registration renewab)§ First 44 
before this date. due. 
Oil and gas producers’ severance tax ani § Gasoline 
reports due. Income 
Property taxes delinquent. Income 
March 5—— Reports 
Carriers’ gasoline tax report and payment]. a6 
due. ; Sales ta 
March 10—— jpesen 
Common and contract carrier reports and Mages 
fees due. March 25: 
March 15 Oil sev 
Sales and use tax reports and payments 
due. 
March 20—— March 1- 
Distributors’ gasoline tax report and pay- Annual 
ment due. Annual 
Last day to make gas and oil severance due. 
tax report and payment. Domes 
March 31 pani¢ 
Chain store licenses expire. for 
Foreign insurance companies’ tax due. tract 
Insurance adjusters’ and agents’ licenses tions 
expire. gros 
Incom 
MINNESOTA March 5 
March 1 Non-it 
Income tax information return due. due. 
Insurance companies’ premiums tax re- yest 
port due. \lcoh 
Iron severance tax reports due. ame 
Personal property tax due. — 
Public utilities’ (except railroads) gross ene 
earnings tax due. ey 


Semiannual installment of railroads’ gross 
earnings tax due. 








Dae . Us 
laconite tax report due. : 
March 10—— 

Wholesalers’, brewers’, and manufactur- March 
ers’ alcoholic beverage reports due. Sun 
March 15—— bas 
Income tax return and first installment ——e 
due. tio: 
Interstate motor carriers’ mileage tax duc Fore: 
March 23—— sto 
Distributors’ gasoline tax report and pay- Insui 
ment due. Slee] 
Special use fuel tax report and payment Tele 
due. mi 
: March 
MISSISSIPPI Cart 
March 1 Elec 
Oyster inspection and shrimp tax due. Gas 
March 5—— Info 
Factories’ reports due. ta 
March 10 Rep 
Admissions tax reports and payment due = 
State 


wab| 


X and 


ynent 


Pay- 


rance 


le. 


enses 


7TOSS 


ZTOSs 


ment 


duc 


pay- 


ment 


March 15—— 
Alcoholic beverages reports due. 
First quarterly installment of income tax 
due. 
Gasoline tax reports and payment due. 
Income information returns due. 
Income tax returns due. 
Reports of manufacturers, distributors and 
wholesalers of tobacco due. 
Sales tax reports and payment due. 
Timber severance tax reports and pay- 
ment due. 
Use tax reports and payment due, 
March 25 


Oil severance tax and report due. 


MISSOURI 
March 1—— 

\nnual franchise tax return due. 

Annual return under Retail Sales 
due. 

Domestic and foreign insurance com- 
panies—fee for certificate of authority 
for reciprocal or inter-insurance con- 
tracts, fraternal beneficiary organiza- 
tions’ license fee and annual report of 
gross premiums due. 

Income information return due. 

March 5 
Non-intoxicating beer permittees’ report 
due 

March 15 
\lcoholic beverages report due. 
\nnual income return of calendar year 
corporations and individuals due. 
ntangibles tax return and payment due. 
Retail sales tax reports and payment due. 
St. Louis earnings tax return due. 
March 25 


Use fuel tax report and payment due. 


‘Tax 


] 
! 
} 


MONTANA 
March 1 
Corporation license (income) tax returns 
based on calendar year are due. 
Domestic corporations’ reports of condi- 
tion due. 
Foreign corporations’ statements of capital 
stock represented in Montana due. 
Insurance companies’ reports due. 
Sleeping car companies’ reports due. 
Telephone companies’ reports and pay- 
ments due. 


- March 15 


Carriers’ gasoline tax reports due. 

Electric companies’ report and tax due. 

Gasoline tax reports and payment due. 

Information returns for personal income 
tax due. 

Report and payment of brewers, whole- 
salers and transporters of beer due. 


State Tax Calendar 


March 20—— 
Reports of producers, transporters, dealers 
and refiners of crude petroleum due. 
March 25—— 
Pipe line companies’ annual reports due. 
March 31 
Mines, mining claims, and royalty interest 
statements due. 


March 1 NEBRASKA 


Domestic and foreign insurance com- 
panies’ gross premiums returns due. 
Fire insurance companies’ gross receipts 
payment due. 
March 5—— 
Grain warehouse operators’ reports due. 
March 10—— 
Employment agencies’ reports due. 
March 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ reports due. 
All monthly motor vehicle fuel tax re- 
ports and payments due. 
Gasoline sales and use tax reports and 
payments due. 
March 31 
Common carriers’ annual report due. 
Railroads’ property return due. 


March i1——-. _ NEVADA 


Annual statement of foreign corporations 
due. 

Insurance company, except foreign surety 
company, tax returns due; foreign life 
and accident insurance company tax 
due. 

First Monday 
Property tax second installment due. 
Report of public utilities companies due. 
March 10—— 

Liquor reports of out-of-state vendors 

due. 
March 15—— 

Gasoline carriers’ tax report due. 

Liquor reports of importers and manu- 
facturers due. 

March 25—— 
Fuel users’ tax reports and payment due 
Gasoline tax reports and payment due. 


NEW HAMPSHIRE 
March 1 
Insurance companies’ premiums tax re- 
port due. 
March 10—— 
Alcoholic beverages reports due; permit- 
tees’ payment due. 
March 15 
Tax on income from intangibles and re- 
turn due. 
Use fuel tax report and payment due. 
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March 31 
Carriers’ reports of motor fuel deliveries 
due. 
Motor fuel report and tax due. 
Motor vehicle registration expires on this 
date. 


NEW JERSEY 
March 1 
Insurance companies’ annual report due. 
Railroad’s statement of taxable property 
due. 
March 10—— 
Municipalities’ busses’ gross receipts re- 
port and tax due. 
Municipalities’ jitneys’ gross receipts re- 
port and tax due. 
Report and excise tax on interstate busses 
due. 
March 31 
Carriers’ gasoline tax report due. 
Distributors’ gasoline reports and pay- 
ment due. 








NEW MEXICO 

March 1 
Annual report of car line companies due. 
Annual report of railroad corporations 

due. 
Insurance companies’ reports 
due. 
March 15 
Annual franchise tax report due. 
Occupational gross income tax reports 
and payment due. 

Oil and gas conservation report and pay- 
ment due. 

Severance tax and report due. 

March 25. 
Gasoline tax report and payment due. 
Use or compensating report and payment 

due. 





and fees 








NEW YORK 
March 1 

Real estate corporations and cooperative 
agricultural corporations file reports 
and pay tax. 

Transportation and _ transmission 
panies file reports-and pay tax. 

March 15—— 

Property taxes in New York City—last 
day for filing applications to correct 
assessments. 

March 20—— 
Alcoholic beverage taxes and reports due. 
March 25. 

New York City conduit companies’ taxes 
and reports due. 

New York City public utility excise re- 
turns and payments due. 





com- 
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Utilities report of additional tax and t,gMarch 15- 







































































































due. Beer ta> 
March 31 First in 
Gasoline tax reports and payment due. endar 
Insurance corporations’ annual report oj Gasoline 
premiums due. Income 
turns 
NORTH CAROLINA sgt 
March 1—— via 
Property tax returns of express con. oy 
panies, sleeping car companies, stree ewig 
railways, waterworks, electric light and March 25 
power, gas, ferry, bridge and othe§ Use fu 
utility companies due. March 31 
Railroads’ reports and payment of tag Cream 
withheld from freight line companie§ Grain 1 
due. 
March 2—— 
Penalty of two per cent accrues on prop- March 1- 
teens taxes. vane 











insu 
one- 
com 





Carriers’ gasoline tax reports due, 
Railroads’ alcoholic beverage report and 
tax due. 























































































Tobacco (scrap or untied tobacco) dealers’ a 
reports due. Utiliti 
Unfortified wine additional tax and re. i 
ports due. - 
March 15—— March 1 
Corporation report of registered stock) Adm’ 
holders or bondholders due. Cigar 
Income information returns due. Class 
Income tax payments (calendar year bev 
basis) due. March | 
Insurance companies’ gross premiums tax Finan 
and reports due. Toled 
Intangible personal property tax and re. ot | 
port due. _of 
Sales tax report and payment due. Use | 
Spirituous liquor tax due. March 
Use tax report and payment due. Deal 
March 20—— March 
Franchise bus carriers’ and_ franchise Annt 
haulers’ reports and payments due. du 
Gasoline and other motor fuels taxes and Carr 
reports due. Gasc 
March 31 Last 
Bank and trust company property tax Last 
list due. Sem 
3uilding and loan associations foreign _ ta 
list due. Sem 

ta 

NORTH DAKOTA 
March 1 

Insurance reports and payment due. Marck 
Oil inspection reports and fees due. Anr 
Property and rural electric cooperative Exc 
taxes become delinquent. Rey 
March 10—— Marcl 


Cigarette distributors’ tax due. Rey 


ichise 
e, 
s and 


y tax 


reign 


B March 15—— 


Beer tax reports and payment due. 

First installment of income tax on cal- 
endar year basis due. 

Gasoline tax reports and payment due. 

Income tax on calendar year basis re- 
turns and all information returns due. 

Income tax returns of banks and trust 
companies due. 

Interstate motor carriers’ tax due. 

Liquor transaction invoices and tax due. 


March 25 
Use fuel tax reports and payment due. 
March 31 
Cream station and dairy reports due. 
Grain warehouse reports due. 


OHIO 
March 1 

Annual statement of foreign and domestic 
insurance companies, and payment of 
one-half the tax by foreign insurance 
companies due. 

Bank share tax reports due. 

Dealers in intangibles report due. 

Utilities, except sleeping car, freight line 
and equipment corporations, returns due. 

March 10—— 

Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage reports due. 

March 15 

Financial institutions’ reports due. 

Toledo income tax returns due. Balance 
of previous year’s tax and first quarter 
of next year’s estimated tax due. 

Use tax report on cigarettes due. 

March 20—— 
Dealers’ gasoline tax reports due. 
March 31 

Annual statement of foreign corporations 
due. 

Carriers’ gasoline tax reports due. 

Gasoline tax due. 

Last day to file franchise tax report. 

Last day to make property tax returns. 

Semiannual installment of grain handling 
tax due. 

Semiannual installment of intangible and 
tangible personal property tax due. 


OKLAHOMA 
March 1—— 


Annual labor report due. 
Excise tax on petroleum and report due. 


Reports from oil and gas purchasers due. 
March 5 


Reports from mines, other than coal, due. 


State Tax Calendar 


March 10—— 
Airports’ gross income report and tax due. 
Cigarette tax reports due. 
Coin-operated music boxes reports and 
tax due. 
Non-intoxicating alcoholic beverage reports 
and payment due. 
March 15—— 
Gasoline dealers’, retailers’ and carriers’ 
taxes and reports due. 
Income tax returns and first installment 
of tax due. 
Inspection tax on petroleum products and 
report due. 
Intangible personal property statements 
due. 
Railroads’ and public service companies’ 
returns due. 
Sales tax reports and payment due. 
Tobacco products reports due. 
March 20—— 
Coal mine operators’ report due. 
Fuel use tax report and payment due. 
Gasoline distributors’ reports and pay- 
ment due. 
Use tax reports and payment due. 
March 31 
Fur dealers’ reports due. 
Oil, gas and mineral gross production re- 
ports and payment due. 


OREGON 
March 1 

Foreign and alien insurance companies’ 
returns due. 

Property tax returns, including returns of 
Class I railroads, Class A electric and 
telephone, telegraph and sleeping car 
company returns, due. 

Special motor carriers’ monthly fees due. 

March 10—— 

Oil production tax reports and payment 

due. 
March 20—— 

Alcoholic beverage tax report and pay- 
ment due. 

Motor carriers’ report and tax due. 

Use fuel tax report and payment due. 

March 25 
Gasoline tax payment and reports due. 


PENNSYLVANIA 
March 10—— 
Malt beverages reports due. 
Report of importers of spirituous and 
vinous liquors due. 
March 15 
Bonus report and payment of domestic 
and foreign corporation due. 
Capital stock and franchise tax return 
and payment due. 
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Corporate loans tax report and payment 
due. 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

Insurance companies’ annual report and 
payment due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax return and pay- 
ment (first installment) due. 

March 31 


Gasoline tax reports and payment due. 





RHODE ISLAND 
March 10—— 
Manufacturers’ alcoholic beverage report 
due. 
Tobacco product tax reports due. 
March 15—— 
Annual franchise tax return of domestic 
corporations due. 
Corporate excess tax return due. 
Gasoline distributors’ monthly report and 
tax due. 


SOUTH CAROLINA 





March 1 
Fire insurance companies’ premiums tax 
reports and payments due. 
Personal property tax return due. 
Railroad property statement due. 
Return of personal assets of transporta- 
tion and telegraph companies. 
March 10—— 
Admissions tax report and payment due. 
Alcoholic liquor wholesalers’ report due. 
Beer and wine wholesalers’ report due. 
Power tax and report of public utilities 
due. 
Soft drink tax report and payment due. 
March 15 
Corporation and personal income tax re- 
turns and first installment of tax due. 
March 20—— 
Fuel oil dealers’ report and payment due. 
Gasoline tax report and payment due. 
Utilities’ report of gasoline shipments due. 
March 31 
Insurance adjusters’ license fee due. 
Insurance agents’ license fee due. 
Insurance brokers’ license fee due. 








SOUTH DAKOTA 
March 1—— 

Annual reports of foreign corporations 
due before this date. 

Insurance companies, gross premiums tax 
due. 

Public grain warehouse reports due. 

Tax on motor carriers of passengers due. 
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March 10—— 
Employment agency reports due. 





March 1— 

































Interstate motor carriers’ reports anf Reports 
taxes due. premiu 
March 15—— March 10- 
Alcoholic beverage reports due. Carriers’ 
Dealers’ and carrjers’ gasoline tax reports Monthly 
due; tax due in 30 days. turers 
Use fuel tax reports and payments due. § March 15- 
March 20——__.. First in 
Passenger mileage tax due. tax du 
March 31 Income 
Bank and Financial Corporation Excise dar ye 
Tax due before this date. Persona 
TENNESSEE ag 
March 1 ee fue 
Annuity and insurance companies’ semi- March 25- 
— gross premiums tax and report Carrier: 

ue. aver: 
March 10—— os 
Barrel tax on beer due. March 31 
Carriers’ gasoline tax report due. Insurar 





Last day to make alcoholic beverages re. 






















































due. 
port. 
March 15—- 
Carriers of use fuel report due. March 1- 
Stocks and bonds income tax return and Annual 
payment due. port 
Users of fuel file report. sione 
March 20—— Annual 
Distributors’ gasoline tax report and pay- show 
ment due. as 0 
Liquid carbonic acid gas tax due. March 1( 
TEXAS — 
men 
March 1 ede : March 1 
Insurance companies’ premiums tax re- punts 
port and payment due. hates 
Public utilities intangibles tax reports Electr 
due. ” a! 
March 10—— sch 
Cigarette distributors’ and solicitors’ re- oats 
ports due. March 7 
March 15 Alcoh 
Last day for filing franchise tax report. hin 
Tax remittance and report due from oleo- ; 
margarine dealers. March ‘ 
March 20—— Gasol 
Gasoline taxes and reports due. March ; 
Motor fuel tax report and payment due Moto 
Users of liquified gases and liquid fuel 
tax reports and payment due. 
March 25—— March 
Carbon black production tax report and Annu 
payment due. Annt 
Natural gas production tax and report due. du 
Tax reports and payments due on prizes Annt 
and awards of theatres. pre 
March 31 Cert 
Oil production tax reports and payments du 
due. Fran 





UTAH 
March 1—— 
Reports for insurance companies’ gross 
premiums tax due. 
March 10-—— 
Carriers’ reports of use fuel deliveries due. 
Monthly report of dealers and manufac- 
turers of alcoholic beverages due. 
March 15 
First installment of income (franchise) 
tax due. 
Income (franchise) tax return for calen- 
dar year due. 
Personal income tax return and payment 
due. 
Sales and use taxes and returns due. 
Use fuel tax report and payment due. 
March 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
March 31 
Insurance companies’ gross premiums tax 
due. 


VERMONT 
March 1—— 

Annual license tax of corporations—Re- 
port is filed and tax paid to Commis- 
sioner of Taxes. 

Annual report filed by each corporation 
showing condition of such corporation 
as of the close of its fiscal year. 

March 10—— 

Alcoholic beverage tax reports and pay- 

ment due. 
March 15 

Annual tax on banks must be paid not 
later than this date. 

Electric light and power companies’ re- 
port and tax due. 

Personal and corporate (franchise) in- 
come tax (calendar year basis) due. 

March 20-—— 
Alcoholic beverage manufacturers’ returns 
due. 
March 29—— 
Gasoline tax reports and payment due. 
March 31 


Motor vehicle registration. 


VIRGINIA 
March 1 


Annual registration fee due. 


Annual report of small loan companies 
due. 


Annual reports of insurance companies’ 
premiums due. 


Certificated motor vehicle carrier reports 
due. 


Franchise tax due. 


State Tax Calendar 


March 10—— 

Beer dealers’, bottlers’, and manufacturers’ 

reports due. 

March 15—— 

Franchise tax bills mailed. 

Income tax information returns due. 
March 20—— 

Carriers’ gasoline tax reports due. 

Use fuel tax reports and payment due. 
March 31 

Gasoline tax reports and payment due. 

Quarterly licenses expire. 

Vehicle registration period ends. 


WASHINGTON 
March 1 
Insurance gross premiums tax due. 
March 10—— 
Brewers’, distillers’, manufacturers’ and 
wineries’ reports due. 
Motor fuel import reports due. 
March 15—— 
Butter substitutes reports and payment 
due. 
Cigarette reports due. 
Compensating tax and return due. 
Gross income (occupation) tax and re- 
-turn due. 
Public utility gross operating tax and 
return due. 
Public utility property tax returns due. 
Retail sales tax and return due. 
Seattle occupation tax reports and pay- 
ments due. 
March 20—— 
Use fuel tax reports and payment due. 
March 25 


Gasoline tax reports and payment due. 


WEST VIRGINIA 
March 1 
Insurance companies’ reports and taxes 
due. 
March 10—— 
Brewers’ and beer distillers’ reports and 
taxes due. 
Winery and distillery licensees’ reports 
due. 
March 15—— 
Sales tax reports and payments due. 
March 30—— 


Gasoline tax reports and payment due. 


WISCONSIN 
March 1 

Beer tax reports due. 

Life, fire, marine, casualty and suretyship 
insurance companies annual license 
taxes due. 

Telephone companies reports and pay- 
ment due. 
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March 10—— 
Intoxicating liquor and wine tax reports 
due. 
Tobacco products returns due. 
March 15 
Corporate stock transfer statement due. 
Income tax information return due. 
Income tax return and first installment 
of tax due. 


Inventory report for income tax purposes 
due, 


March 20—— 
Gasoline tax reports and payment due. 


WYOMING 
March 1 
Gross receipts tax report of express com- 
panies due. 


Last day for filing insurance company 
gross premiums tax returns. 
Mileage statements of railroad companies 
and car companies due. 
March 10—— 


Carriers’ gasoline tax reports due. 


March 15—— 
Dealers’ gasoline tax reports due. 
Monthly gasoline tax and reports due, 
Motor carriers’ report and compensatory 

fees due. 

Sales tax return and payment due. 
Use tax reports and payment due. 
Wholesalers’ gasoline tax reports due. 


March 30—— 


Last day for payment of insurance com. 
pany gross premiums tax. 











Due date of annual information returns 
by officers and directors, and share- 
holders of foreign personal holding 
companies on a calendar-year basis. 
Form 958 for such officers and direc- 
tors, and Form 957 for shareholders. 

March 10—— 

Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. March, being 
last month of a quarter, employer may 
elect to include with his quarterly re- 
turn on Form W-1, due on or before 
March 31, direct remittance of amount 
withheld during March. 

March 15—— 

Income tax returns due for calendar year 
1946. Not applicable to an individual 
who filed on or before January 15, 1947, 
in order to avoid amending declaration 
of estimated tax for 1946. 

Due date of last income tax return of a 
decedent who died in 1946. 

If a declaration of estimated tax is re- 
quired, due date of declaration and pay- 
ment of one quarter of 1947 estimated 
tax by individuals (except farmers). 

Last day to file gift tax return (payment 
to accompany return) if gift of more 
than $3,000 was made to any one per- 
son in the calendar year 1946. 

Last day for payment of unpaid expenses 
and interest accrued to entitle taxpayer 
on the accrual basis to deductions for 
such items for 1946. 

Return of stamp account by brokers, deal- 


ers in securities, etc., due for February. 
Form 828. 
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Due date, by general extension, of returns 
for year ending September 30 in the 
case of: (1) foreign partnerships; (2) 
foreign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations which 
transact their business and keep their 
records and books of account abroad; 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States; and 
(5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. Forms: (1), 
Form 1065; (2)-(4), Forms 1120 and 
1121; (5) Form 1040. 

Due date, by general extension, of non- 
taxable returns for fiscal year ending 
October 31, in the case of fiduciaries for 
estates and trusts, but not returns of 
beneficiaries or other distributees of 
such estates or trusts. 

Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for February. Form 957. 

Due date for monthly statement and 
record of depositaries on sale of stamp 
tax stamps. 


March 31 


Returns for excise taxes due for Febru- — 
ary. Forms 726, 727, 728, 728 (a), 729, 


932. 
Last day for calendar year taxpayer to 


vice versa) for 1947, including change 
to declining balance method of depre- 
ciation. 
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dolences to a man named Cassidy 
c. 15,493(M)]. He lost his rec- 

the Tax Court, quite properly, 
the Commissioner in finding added 
\Ve’ve said it before, and will keep 
it: “Nothing pays bigger dividends, 
ian a good filing system.” 


a Bad Debt? 


rennial question has bobbed up 
the form of a hypothetical case. 
Woods, a dealer in automobiles, 
van to Peter Rabat, to help the 
surchasing a nearby service station. 
id the cash because, under existing 
s, he could not buy cars for resale. 
is evidenced by a six-month in- 
ring note. Less than six months 

entire square block containing 
tation is destroyed by fire. Woods 
matter to his lawyer immediately. 
er replies three weeks later, but by 
» it is 1947. The lawyer confirms 
Wood’s belief. Rabat was not adequately 
insured. Woods probably will realize noth- 
ing on his loan. 

Questions: (1) Is Wood’s loss deductible 
in 19467 

(2) Is it a business loss? 


The Shoptalker gave a loud affirmative to 
both, but met opposition. First, the objec- 
tors pointed out such citations as CCH 
Master Tax Guide 9 321: “A cash loan is 
deductible when it is found to be uncol- 
lectible.” The objectors claim that the date 
of the lawyer’s letter determines the date 
of the bad debt loss. The Shoptalker’s re- 
buttal is that it merely confirmed it. A 
conflagration as described is notorious— 
something of which a court could take 
“judicial cognizance.” 

Next, the dissenters claim it was a non- 
business bad debt, subject to the limitations 
thereon. The Shoptalker submits that it is 
}a business transaction and fully deductible. 


(1) Woods used business funds. 
(2) There was a note, bearing interest. 


(3) The borrower was in a closely related 
i line of business. 


Anyone wanting to argue either way is 
Hrequested to do so. But the Shoptalker 
wishes to enter an additional practical plea: 
When there is doubt as to the date of deduc- 
tibility of any item, take it as soon as pos- 
sible. It is far easier to put Wood’s debt 


in 1947 after an agent disallows it for 1946, 


than to reopen 1946 after an agent rejects 
it in 1947, 


Pity the Pie Man 


In the face of the new question on form 
1120 (regarding seventy per cent dividends) 
consider the case of the Acme Pie Company 
of Cleveland Ohio [CCH Dec. 15,365(M)]. 
Here the Tax Court found against the tax- 
payer. Between 1937 and 1942 the surplus 
was only $2,000. Of course, the lack of 
surplus was due to more than one factor, 
the chief one being what the Commissioner 
and Tax Court held to be excessive salaries. 
Here’s the government going after unrea- 
sonable accumulation of surplus on one 
hand, and prosecuting unreasonable lack of 
surplus on the other. It’s a hard life for 
the taxpayer. 


Declining Balance Formula 


The Shoptalker had quite a time getting 
hold of a copy of Canning’s Economics of 
Accountancy, a work that, most unfortunately, 
has been allowed to go out of print. Now, 
by permission of the Ronald Press, Inc., the 
Shoptalker supplements his remarks on page 
1099 of the November, 1946 issue by quoting 
from the learned Doctor Canning: 


“This method can be summarily rejected. 
Overwhelming weight is given scrap value 
in determining book value. There may be 
cases in which the formula fits the facts, 
but aside from the case in which the asset 
becomes instantly an item to be scrapped, 
the chance of its being a formula of close 
fit is remote indeed. Its chief usefulness 
seems to be to furnish drill in the use of 
logarithms for students in accounting.” 


We still wonder what made the Treasury 
Department depart from its long refusal to 
accept the declining balance method of de- 
preciation. As far as the Shoptalker is 
concerned, Canning is still right. 


Attention Edgar Bergen! 


There’s a wealth of human interest in 
the Spillman Engineering case [CCH Dec. 
15,465(M)]. The Commissioner endeavored. 
to disallow commissions paid one salesman 
on the grounds that he had not properly 
earned them. The evidence was against the 
Commissioner. The salesman was named 
McCarty; the Tax Court held he was no 
dummy. 
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